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APRIL 30-MAY 1, 1990 


PROBLEMS OF DEVELOPING COUNTRIES IN THE 1990s 
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SECOND GLOBAL PROSPECTS CONFERENCE 





Problems for the Nineties 





The decade of the nineties is expected to result in significant 
improvement over what has now come to be known as the "lost decade of the 
eighties." The Second Global Prospects Conference sought to address the problems 
facing developing countries for the coming decade by inviting a number of experts 
to present views on selected topics of general interest together with a 
representative sample of country studies. The broad objective was to identify 
and discuss the problems of development to be faced by policy makers in the 
nineties with a bias towards the practical perspective. 


There were five papers on general topics: economic issues for the 
nineties, role of government, foreign resource flows and developing country 
growth, Eastern Europe and finally a paper updating work on the global accounting 
framework. There were nine country studies. The countries were chosen’ to 
reflect a number of criteria--offer a reasonable geographic distribution, 
successful and not so successful experiences, small and large countries, together 
with some of the less fashionable countries. From Latin America, Mexico and 
Chile were chosen; from the Caribbean, Jamaica; from South Asia, Bangladesh; from 
South East Asia, Malaysia and the Philippines; from the Mediterranean region, 
Turkey, while East and West Africa were represented by Malawi and Guinea 
respectively. Each paper had an official discussant and the conference concluded 
with a Round Table discussion on issues for the nineties. 


General Topics 


The opening paper provided a review of global economic developments 
in the eighties together with a broad tour d’horizon of economic issues for the 
nineties. The industrial countries enjoyed a strong performance largely 
resulting from policy changes introduced at the beginning of the decade. 
Typically these involved restrictive monetary policy to contain inflationary 
pressures and a wide range of structural reforms to enhance supply conditions 
and improve the functioning of markets. The performance among developing 
countries varied greatly. Those that did well, largely in Asia, had investment 
to GDP ratios above 22 percent and were able to achieve a policy mix that enabled 
them to take advantage of opportunities in the global market. In the nineties 
this broad pattern is expected to continue. The industrial countries are 
projected to maintain robust growth but at a slightly lower level than in the 
late eighties. Increased globalization of the world economy is expected as 
trade, financial and production linkages are intensified. Among developing 
countries the more dynamic economies especially in Asia are expected to achieve 
growth rates of around 6 percent while the prospects for many of the countries 
in Latin America and especially in Africa are about half that level. When one 
factors in population growth rates the new decade does not hold too much promise 
for many of the poorer countries in Africa. The financing of development has 
undergone major changes during the past decade. The most notable change has 
been the precipitous decline of flows from commercial banks compared with the 


levels earlier in the decade. This in turn has led to an increasing role for 
the official lending agencies. In short this means that for the great majority 
of developing countries resources for development will have to be increasingly 
generated domestically. This in turn implies the need for a credible government 
policy that can ensure the flow of adequate fiscal resources and at the same time 
provide the right milieu for private investors. Among events on _ the 
international scale are Europe ‘92 and structural changes in Eastern Europe. 
The former is expected to lead to a larger and freer market in Europe in a more 
competitive environment. There is also increasing discussion of reciprocity 
which may be a vehicle for some protectionist forces. This may lead to some 
difficulties especially for the dynamic export-oriented economies of Asia. 
Developments in Eastern Europe are likely to lead to some resources being 
channeled in that direction. Over time it is expected that this region will 
attract significant direct investment flows and maybe some redirection of flows 
to other LMICs. As these economies restructure it is expected that they will 
generate increased competition in the global economy but over time it is also 
expected that increased effective demand will result. Perhaps an even more 
interesting fallout will be the lessons or new paradigms that may result for 
development from the rapid changes occurring in Eastern Europe. 


A major theme that pervaded a number of the papers was what should 
be the appropriate role of the state. The paper by Shapiro offered an 
illuminating case study of the automobile industry in Brazil in the period 1956- 
1968. The analysis indicated that in this instance the state was able to extract 
rents from the private sector and use them to shape investment behavior. Thus 
she argues that, with stable policy and concomitant credibility, the state was 
able to reduce the role of uncertainty and essentially eliminate the role of 
directly unproductive rent seeking activities. This offers one possible approach 
to ensure that state intervention does not necessarily lead to an inefficient 
outcome in either a static or dynamic sense. 


The paper by Taylor focussed on the role of foreign resource flows 
in the growth of developing countries. Based on a set of studies of 17 
developing countries he estimated that an additional inflow of about US$40 
billion would be needed to support an extra one percentage point in faster 
capacity growth in the medium term. In order to restore historical growth rates 
to Sub-Saharan Africa and Latin America much larger transfers would be needed. 


Gronicki discussed the recent changes in Eastern Europe and the 
likely economic evolution in the next few years. The demise of the central 
planning paradigm in those countries marks a watershed in economic policy making. 
The debate will continue on the appropriate role for the state and how to ease 
the transition towards more market-based economies. Many problems remain to be 
addressed, from determining the ownership of property to putting some form of 
security net in place, to moderate the social costs and concomitant pressures 
from the consequences of restructuring the economy. The problems faced by policy 


makers vary across these countries from the relatively well managed 
Czechoslovakia to the impoverished Romania. 


In a somewhat more technical vein Riordan reviewed progress on the 
Global Accounting Framework. This is part of an ongoing effort at the World 


Thee 


Bank to develop a unified data system for all major global economic accounts. 
The author indicated that country-specific data bases are now being added and 
he provided examples of both cross-section and time-series views of selected 
country databases. It is expected that this data base will be made available 
to the public at large in a format that can be readily adopted to suit individual 
country groupings. 


Country Studies 


There were three Latin American studies which covered a wide range 
of experiences: Chile, Jamaica and Mexico. Chile has managed to generate a 
stable economic milieu while Mexico, after rescheduling its external debt, is 
beginning to resume growth. Jamaica had a number of stabilization plans in the 
early eighties which failed to induce the needed reforms. Presently it seems 
that it will need some restructuring of its official debt. 

The two African case studies were symptomatic of many of the problems 
of that continent. Guinea has seemingly a whole plethora of problems of 
underdevelopment ranging from poor institutions through illiteracy to 
malnutrition. In addition Malawi is faced by a major challenge from the AIDS 
epidemic. 


The one country from the Mediterranean region, Turkey, presented an 
interesting analysis of winners and losers under a structural reform program. 
It was argued that the traditional rentiers, the industrialists, were gradually 
replaced by financiers. 


The three countries from Asia were Bangladesh, Malaysia and the 
Philippines. Bangladesh continues to face major problems of poverty exacerbated 
by a high population growth rate. The Philippines is torn by domestic political 
strife. Perhaps one of the few good stories is Malaysia, where a pragmatic 
policy mix seems to be achieving remarkable results. 


In short, many of the problems of the eighties are still with us as 
we enter the nineties. In many countries these have become exacerbated. 
However, the debate has become less polemical and more practical. Perhaps the 
nineties will see a much more pragmatic approach to policy so that the major 
problems of development will begin to be redressed. 


Economists studying the development process have always been ready 
to admit that economics is only part of the problem. Social, legal and 
institutional factors, together with the historical perspectives, were recognized 
by many to be of major importance. However, it now seems that economists may 
not be able to solve even the economic problems; in many instances a new paradigm 
is needed. Countries such as Malawi seem to have followed the "right" 
prescription but with little success while Malaysia seems to have achieved a 
great deal of success with policies that traditionalists might eschew. 
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In recent years, the performance of the Chilean economy has been 
positive--a sharp contrast to the rest of Latin America. While the rest of the 
region has been beset by severe recession and widespread inflation, Chile has 
enjoyed significant growth for six years, while inflation has been kept under 
control at rates close to or below 20 percent per year. In the meantime, 
progress in servicing foreign debt has helped widen access to foreign credit 
markets. 


This economic improvement was achieved through structural reforms 
carried out in the last two decades. This paper discusses the strengths and 
shortcomings of these reforms. 


The strong recent macroeconomic performance of the Chilean economy is 
no guarantee of sustained growth and stable prices in the 1990s. Several 
problems may hamper future progress, ranging from insufficient national savings 
and investment to the recurrence of external shocks. The social cost of the 
adjustment undertaken since 1982-83 deserves a special mention. Chile’s worst 
depression since the 1930s left many people feeling that the gains from recovery 
were unevenly distributed among the population. This discontent played a key 
role in the political reforms that began in 1988, culminating with free elections 
at the end of 1989. Now, the greatest challenge facing the new government is 
how to balance a popularly mandated income redistribution effort with the need 
for sustained economic growth. 


MACROECONOMIC VARIABLES IN THE LAST TWO DECADES 


Sharp macroeconomic fluctuations have been the hallmark of.the Chilean 
economy in the last two decades. After mediocre but sustained growth at rates 
around 4 percent per year from the late 1940s to the late 1960s, the 1970s in 
Chile saw an early fiscal spending-led miniboom in 1971 followed by severe 
inflation and an economic crisis, with the public sector deficit growing to 25 
percent of gross domestic product (GDP) in 1973. Pursuant cuts in public sector 
expenditures, tax reforms, and a sharp decline in terms of trade in 1975 led to 
a severe recession: GDP plunged more than 12 percent ina single year. A strong 
recovery followed in 1977, then evolved into a significant boom, with private 
spending rising dramatically and incomes increasing moderately. The boom lasted 
from 1978 to 1981 and ended abruptly in 1982 when the Chilean economy experienced 
its worst depression since the 1930s: GDP dropped by 14.1 percent in 1982 and 
a further 0.7 percent in 1983. The business cycle entered another expansionary 
phase in 1984; this time it is lasting longer than ever before. It prevailed 
last year, and growth of at least 4 percent is expected this year. From 1984 
to 1987, expansion was led by growth in exports, while from 1988 to the present 
it has been spurred by improved terms of trade primarily in the price of copper. 


Unemployment trends over the last two decades have followed closely the 
fortunes of economic activity, although some qualifications should be made. 
Indeed, it is clear that structural reforms carried out in the second half of 
the 1970s--ranging from trade reforms to a complete overhaul of the public 
sector--had a significant effect on unemployment rates; they went up from 
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historical rates of between 4 and 5 percent to close to 23 percent during the 
1975-76 recession. Even when the economy experienced a boom in 1978-81, rates 
never fell below 11 percent (and were greater if emergency employment programs 
were included). Since the 1984 expansionary phase began, unemployment rates have 
declined steadily from a high of 25.2 percent in September 1982 (more than 30 
percent if emergency programs are included) to about 6 percent by the end of last 
year. 


Inflation remains a persistent problem. It was exacerbated in the 
early 1970s, and was close to 1,000 percent in 1973. Then it dropped gradually 
from 375 percent in 1974 to 39 percent in 1979 as a result of a contractionary 
fiscal policy that turned the prospects of a huge deficit in 1975 to surpluses 
after 1976. In early 1978, when trade reform was close to completion and tariffs 
on most imports were approaching a flat rate of 10 percent, economic authorities 
judged that Chile’s economy was "open." Following this diagnosis, an active 
exchange rate policy was initiated with the aim of stabilizing prices. First, 
it involved predetermined, monthly minidevaluations, and, after June 1979, the 
exchange rate was pegged to the U.S. dollar. However, domestic inflation eased 
slowly and did not fall below two digits until 1981. When the fixed rate was 
abandoned in June 1982 and a passive crawling peg system was adopted, inflation 
increased rapidly to levels close to 20 percent per year. These levels have 
persisted, except in 1988, when they fell to 12.7 percent. 


Chile’s debt position during this period followed a similar pattern to 
that of other Latin American countries: as petrodollars were recycled in the 
late 1970s and world liquidity increased, Chile borrowed enough to triple its 
foreign debt in just six years. The composition of Chile’s foreign debt was, 
however, very different from that of other highly-indebted countries. Indeed, 
of the US$9.6 billionl/ increase in foreign debt between 1976 and 1982, US$6.8 
billion (71 percent) was private sector debt. For most other Latin American 
countries, most foreign debt was incurred by the public sector. 


When the Chilean government refinanced and rescheduled its foreign debt 
following the 1982 crisis, the public sector incurred new debt--mostly with 
multilateral agencies--to ease the burden of the private sector. Thus, by 1989, 
more than 85 percent of total foreign debt was held by the public sector. 


As a result of a very aggressive debt conversion program started in 
1985, total foreign debt has declined in the last few years, from a peak of 
US$17.8 billion in December 1986, to US$13.5 billion in November 1989. The 
amount converted in the same period was much higher, though, reaching almost US$9 
billion through various mechanisms implemented by the economic authorities. 


While external factors have played an important role in the economic 
fluctuations and recurrent crises during the last two decades, the most critical 
element contributing to economic instability was government waste and 
mismanagement. External factors prompted needed adjustments in domestic 
policies. Indeed, the 1975 recession was the result of a deep contraction in 





1/ All foreign debt figures correspond to medium- and long-term obligations. 


PY ee 


public sector spending, as the authorities tried to compensate for a sharp 
decline in the price of copper. The ensuing "miniboom" of 1978-81 was spurred 
partly by the wide availability of foreign savings, but there were also some 
internal factors that activated domestic private spending. Similarly, while the 
1982-83 depression occurred as a result of foreign financing being abruptly cut, 
domestic authorities created the conditions for disaster: first, they allowed 
uncontrolled spending during the 1970s, and subsequently they contracted money 


supply and fiscal spending, and increased taxes in hopes of preventing recession 
491.9825, 


The sharp drop in the price of copper between 1984 and 1987, combined 
with problems in servicing foreign debt, pushed up the real exchange rate (to 
the U.S. dollar) by more than 40 percent. In 1988 and 1989 economic activity 
picked up and export prices (particularly copper) increased sharply. Domestic 
money supply also expanded significantly. 


ECONOMIC POLICIES IN RECENT YEARS 


Economic policies in recent years have been shaped mainly by two 
factors: first, that the most important structural reforms were carried out in 
the late 1970s, and second, the deep depression suffered in 1982-83. 


The three stages that should have characterized adjustment following 
the 1982-83 depression were stabilization, recovery, and growth. The typical 
World Bank prescription is that stabilization requires spending cuts (typically 
on the fiscal side) and expenditure switching policies (primarily real 
devaluations). The recovery and growth stages require structural reforms to 
reduce public sector waste and reforms to allow relative prices to truly reflect 
comparative advantages and scarcity. Most Latin American countries have found 
it difficult to sustain initial stabilization and have realized that maintaining 
a “high" real exchange rate is not sufficient to significantly increase 
production of tradeable goods. What are lacking in many Latin American countries 
are reforms to liberalize the economy. Such reforms could include measures to 
loosen trade restrictions and reduce the size of the government. Strong interest 
groups are likely to resist such reforms, and may be powerful enough to prevent 
them. 

By contrast, Chile achieved recovery and growth more easily because its 
liberalizing reforms occurred in the late 1970s. Consequently, the bulk of the 
adjustment in Chile in 1982-85 focused on allowing the real exchange rate to 
reflect the new external payments situation--an absence of voluntary foreign 
lending and depressed terms of trade. Soon after, the volume of exports 
increased, in index terms, from 88.2 in 1983 to approximately 130 in 1989, while 
industrial production increased 50 percent, agricultural production 44 percent, 
and general tradeable production 41 percent. 


The 1982-83 crisis changed the design of economic policies in many 
ways. Perhaps the most drastic was in the exchange rate policy. After three 
years of a policy that pegged the exchange rate to the U.S. dollar, in June 1982 
there was a 15 percent devaluation (judged clearly as insufficient by the private 
sector), then a move toward a floating rate, and then a crawling peg mechanism 
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that started at almost twice the initial value, all in a span of five months. 
The passive crawling peg involves adjusting the nominal exchange rate according 
to the previous month's domestic inflation rate less an arbitrary estimation of 
the world inflation rate. The estimated world inflation rate has been 
artificially manipulated from time to time to effect gradual real devaluations 
or revaluations (in terms of deviations of a PPP rate). 


The peso depreciated by about 50 percent between 1982 and 1987--a 
period when the foreign exchange constraint was most acute. Subsequently, terms 
of trade improved and pressure for a real appreciation grew, despite the 
existence of a copper price stabilization fund2/ (most of the fund’s resources 
have been spent). By the end of 1989, the real exchange rate was about 40 
percent higher than in 1982. The economic authorities have been reluctant, 
however, to allow a drastic and more significant real appreciation, although 
improved external conditions and strong export performance may have led to that 
under a floating system. As a result of not appreciating further, inflation has 
surged. This, in turn, will lead to a real appreciation, despite the 
government’s exchange rate policies. 


The crisis also affected monetary policy. Between 1978 and 1982, 
domestic credit was consistently decreased in real terms in order to balance 
increases in base money caused by the massive inflows of foreign capital. 
Despite this effort, total Ml went up in real terms by 41 percent between 1978 
and 1982. A significant demonetization of the economy occurred in 1982, with 
Ml falling 16 percent in three years. Between 1983 and 1985, monetary policy 
was strongly determined by the authorities’ decision to allow the Central Bank 
to bail out certain domestic debtors who suffered as a result of the domestic 
financial crisis. 


In 1985, a new team at the Central Bank and the Ministry of Finance 
initiated a monetary policy to manage domestic credit based on manipulating 
interest rates, inflation, and imports. Lower foreign exchange reserves during 
that period made the policy easier to implement. This policy is, to some extent, 
credited with achieving a relatively stable inflation rate of around 20 percent 
between 1985 and 1989. 


In the case of fiscal policy, the 1982-83 crisis put strong pressure 
on the government to increase spending. This was especially acute after the 
government’s bail-out of the banking system in January 1983, which revealed the 
magnitude of Chile's domestic debt. Prior to the banking crisis, declining tax 
revenues had already put the fiscal sector in deficit--something the government 
did not want to reveal during its negotiations with the IMF and the World Bank. 
Ultimately, over four years, the domestic débt crisis and bail-outs by the 
Central Bank resulted in accumulated quasi-fiscal losses of close to USS5 





2/ The fund was created in 1985 to provide a buffer stock of foreign exchange 
reserves that accumulate when the price of copper is above a "normal" level 
and which can be spent when the price of copper temporarily falls below that 
normal level. In 1988 and 1989, this money was used by fiscal authorities 
to prepay Central Bank debt. 
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billion. In 1988 the government agreed to treat the US$5 billion as debt owed 
to the Central Bank. 


A related policy matter was the regulation of capital markets. Indeed, 
many analysts attribute the rising debt between 1978 and 1982 to the lack of 
appropriate regulations over domestic financial activities. Domestic banks did 
not adhere to conservative lending criteria and distortions of relative prices 
led to unrealistic valuations of assets. Further, regulations on banks’ loans 
to related corporations were minimal. In some cases, more than one third of the 
banks’ portfolios were loans to corporations whose owners were the same as the 
banks’. In addition, it was widely believed that deposits in private financial 
institutions were insured by the state. Such a ubiquitous insurance mechanism 
facilitated risk-taking by banks’ managers as depositors did not discriminate 
between institutions by the quality of their portfolios. 


The link between inadequate regulations and high indebtedness prompted 
radical legislative reforms. In 1986, new laws were enacted that set stricter 
regulations for all types of financial activities. One law forbids a bank to 
lend more than 2 percent of its capital to related corporations. Another law 
decrees that the state can only insure demand deposits of private financial 
institutions. It is early to say yet whether the new legislation has been 
effective, but it seems to have helped. 


However, perhaps the most relevant feature of the depression-induced 
policy changes was that they left untouched the basic resource allocation 
mechanisms implemented by the structural reforms of the late 1970s. In effect, 
in spite of strong pressures to swiftly increase the involvement of the state 
in economic activities and reverse the liberalization of prices, trade, and 
interest rates--in Chilean words, to abandon the "modelo neo-liberal"--the 
government only introduced some marginal and transitory counterreforms. For 
instance, in the case of trade policy, tariffs were increased from flat rates 
of 10 percent to 20 percent in 1982; then to a cascade structure with a maximum 
of 35 percent for a brief period in 1984; and then back to the 20 percent flat 
rate in 1985. They were reduced a further 5 percent in 1987. No quantitative 
restrictions were enacted during this period. 


Following the crisis, the price of most consumer goods continued to be 
determined by supply and demand. The only exceptions are prices of certain 
agricultural products, such as wheat and corn, which were benefitted by "bandas." 


The size and role of the state has not changed significantly although 
the bail-outs of several financial institutions in early 1983 put the government 
in the position of virtually controlling more than 50 percent of the financial 
system. This was transitory, however, and after three to four years, all of the 
institutions involved had been sold or dissolved. 


In the end, the crisis was overcome by correcting the policy 
instruments that helped to bring the crisis in the first place, but not by 
reversing the liberalizing reforms of the 1970s. This strategy is to some extent 
responsible for the depression’s depth. For example, calls for massive domestic 
debt bail-outs, which would have required a revision in fiscal reforms but would 
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have alleviated the need for reducing private spending, were resisted; also, 
pressures for stricter regulations or more state intervention in labor markets 
to "protect" employment were also resisted. Ultimately, the response to the 
crisis played a key role in the quick restoration of economic activity and the 
strong supply response of tradeable goods. 


MAIN PROBLEMS AND RISKS FOR THE FUTURE 





Four main problems can affect Chile’s prospects for medium- to long- 
term growth. First are the chronic low rates of national saving and domestic 
investment; second is the fragile fiscal situation. The third one concerns the 
recurrence of external shocks. And the fourth problem relates to politics and 
the social cost of adjustment, which will be key issues for Chile in the 1990s. 
I will refer to the first three now and take up the latter in the next section. 


Saving and Investment. The prospects of growth for the Chilean economy 
are to a large extent constrained by low domestic saving and investment rates. 
In the 1970s, the domestic saving rate fell to 12 percent of GDP, then dropped 
to 8.5 percent in the 1980s. During the 1980s, gross investment as a percentage 
of GDP reached a 16.3 percent average, which compares favorably to the 14.8 
percent during the 1970s. However, based on the experience of other countries, 
these rates are not high enough to sustain long-term growth in Chile. Besides, 
20 years ago, when Chile had a 14 percent national saving rate and a 15 percent 
gross investment rate, it was able to sustain only modest average growth rates 
of 4 percent a year. 


In the last three years, both investment and saving seem to have 
improved significantly, although it is uncertain whether the higher rates will 
persist once the current expansion and the copper price bonanza end. National 
saving was 16.3 percent in 1988 and was estimated at 17 percent in 1988, while 
gross investment grew by 17 percent in 1988 and an estimated 20.1 percent last 
year.3/ Several studies on prospects for economic growth in Chile concur that 
these rates are barely sufficient to sustain a 5 percent growth rate (or a 3.3 
percent growth rate in per capita terms). However, there is less agreement on 


the effects that decontrolled prices will have on resource allocation and 
efficiency. 


A key question is whether the structural reforms and the business 
climate, combined with a 20 percent investment to GDP ratio, will yield a growth 
rate of more than 5 percent. While data are available on the effects of 
structural reforms, information tracing the climate for business is scarce. The 
business climate has been volatile, first during the depression (1982-83), and 
then during the recent political upheaval. Structural reforms and an appropriate 
business climate during the 1990s are essential to Chile’s economic growth. 


Low saving and investment ratios must also be corrected. It seems that 
in Chile (as in several other Latin American countries) saving--particularly 
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3/ These figures include inventory changes. 


aslo; 


household saving--is low because the cultural incentive to save is not as strong 
as in, say, industrializing Asian countries. This can also be attributed to 
the strong dependence on the state. In this sense, a more frugal government 
would help reverse this low-saving tradition. 


The balance between public and private investment is important for 
future growth. Since 1985, private investment increased, while the share of 
public investment in GDP tended to remain constant. Should this trend continue, 
severe problems could arise if, as some analysts believe, an urgent need arises 
to improve and expand Chile's infrastructure. However, public infrastructure 
must be financed either by increased public saving or through loans from foreign 
creditors. The first option is not feasible in the current political context: 
thus, over the next few years, Chile may turn to foreign sources to help finance 
public infrastructure. 


An "appropriate business climate" constitutes a clear legal framework 
with stable rules favoring private business and controlling key economic factors. 
In particular, these rules should maintain the resource allocation mechanisms 
brought by the reforms in the 1970s. In particular, laws protecting property 
rights should be immutable. Further, the rules should not contain loopholes 
allowing for an arbitrary change in the regulations in the future. 


Chile has gone a long way in developing an institutional and legal 
framework that preserves reforms in the long run. Actually, the process was 
initiated with the reforms themselves, in the late 1970s, and strongly tested 
by the 1982-83 depression. : 


The Chilean government's decision not to retract the liberalization 
reforms instituted in the 1970s was decisive in convincing private agents that 
reforms were credible and, thus, the supply response to the adjustment was high. 
This, in turn, made the outcome different in Chile than in other Latin American 
countries, where the lack of confidence in public institutions contributed to 
a low tradeable supply response. 


During the political reforms of the late 1980s, the economic and fiscal 
policies of the 1970s and early 1980s were subject to close scrutiny. Now, 
however, an implicit consensus has been reached not to alter these policies. 
If the new administration’s income redistribution plan succeeds, within this 
legal and institutional framework, the “appropriate business climate" will be 
fortified. 


Fiscal Risks. The second threat to Chile’s growth is the fragile 
fiscal situation stemming from pressures on expenditures. On one side, there 
is the debt owed by the government to the Central Bank, amounting to US$6.3 
billion. The government is paying half a percent over the London Interbank 
Offered Rate in interest, or about US$600 million a year. The government is 
required to pay a minimum of 2 percent of the total debt, or about US$120 
million. This debt was even higher at the end of 1988, but during 1989, the 
former government paid more than US$1 billion in amortization and tied an 
additional US$400 million payment into the 1990 budget. The resources came from 
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the copper stabilization fund, which accumulated significant reserves in the last 
two years as the price of copper rose above the predetermined "normal" price.4/ 


For the coming years, with the price of copper closer to normal, it 
will be difficult for the government to pay any extra amortization. . Besides, 
the interest bill on this debt could become a heavy burden if it approaches the 
stipulated US$600 million--approximately 12 percent of total expenditures and 
about 2.3 percent of GDP--and it cannot be too much less than that because the 
Central Bank's financial position remains critical. In other words, any interest 
payment less than LIBOR plus 1/2 percent will risk a cash deficit at the Central 
Bank that will have to be financed by an inflation tax. 


Social demands could also threaten fiscal stability. The new 
government is well aware of the fiscal pressures and may adopt a strategy linking 
increased fiscal spending to increased taxes. Indeed, tax legislation that will 
generate about US$600 million a year in additional revenues between 1991 and 1993 
is currently being discussed in Congress. The law will allow for US$400 to 
US$500 million more in social spending. The remainder will be used for fiscal 
saving. (These extra funds could be used to increase interest payments to the 
Central Bank. ) 


While the proposed legislation contains some tax increases that could 
reduce profits from private investment, the government has agreed to partially 
reverse the reform in 1994 and give some compensation to small and medium-size 
corporations. These tax reforms, coupled with other more political arguments 
claiming that investment is more sensitive to a politically stable environment 
than to a (small) reduction in after-tax profitability, would lead to a minor, 
negative aggregate effect on private investment. What is important is to 
maintain fiscal austerity and control private spending and saving. 


Recurrent External Shocks. The third problem that can affect Chile’s 
growth prospects concerns recurrent external shocks. Positive and negative 
external shocks have spurred booms and recessions, respectively, in the last two 
decades. Each time the authorities reacted after the fact by changing policies 
and regulations to diminish the influence of future external shocks. In the near 
future, the most likely shock is a fall in the price of copper. The metal’s 
current price is widely viewed as unsustainable given the medium- to long-term 
prospects for supply and demand. 


While the copper price stabilization fund was designed to absorb such 
a shock, economic authorities chose instead to use foreign reserves from the fund 
to prepay debt owed to the Central Bank. In the future the government should 
show restraint and use the fund only as a buffer. Unfortunately, it may be too 
late to accumulate more resources before the copper price drops. 





4/ This "normal" price has been set jointly by the government of Chile and the 


World Bank, within the framework of the 1985 First Structural Ad 
Loan (SAL 1). Dual 
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Other negative shocks are possible but cannot be predicted. For 
instance, a world recession in the next five years is possible, especially if 
there is a financial collapse in the United States. 


In any event, any eventual negative shocks would impinge on Chile’s 
ability to comply with its external obligations and/or its capacity to import. 
The extent of any damage will depend on access to foreign resources and on the 
duration of the shock. Chile's access to voluntary lending is likely to increase 
in the next few years (although not to the extent reached in 1979-81) as a result 
of its "good behavior" as a debtor, which is expected to continue under the new 
administration. However, negotiations will have to take place before 1991 to 
reschedule about US$600 million in annual interest payments due between 1991 and 
1994. Even if no other negative shock but the reduction in the copper price 
occurs, the financing for imports needed to achieve a 5 percent growth rate 
between 1991 and 1994 will be inadequate unless additional foreign lending is 
obtained. 


POLITICS AND THE SOCIAL COSTS OF ADJUSTMENT 


The adjustment, recovery, and growth experienced since late 1983 has 
not been without a social cost. First, the depression brought extremely high 
unemployment (close to 30 percent of the labor force, including state emergency 
employment programs) and a large contraction of real wages. Real wages fell 16 
percent between 1981 and 1983. Cuts in real wages were an important prerequisite 
for the increase in the real exchange rate: the contraction in employment was 
businesses’ response to macro policies that reduced aggregate spending. Rising 
unemployment and declining real wages had a severe effect on people’s welfare. 
Although there are no data on factor income distribution after 1982, a rough 
calculation based on unemployment and real wage figures indicates that workers’ 
income could have decreased by almost 20 percent between 1981 and 1983.5/ 


The bulk of the adjustment affected private spending. Fiscal spending, 
meanwhile, was not reduced by much between 1981 and 1984: without debt 
servicing, it went from US$3.37 billion in 1981 to US$3.29 billion in 1982, 
US$3.16 billion in 1983, and US$3.36 billion in 1984. GDP jumped from 23.3 
percent in 1981 to 25.7 percent in 1984, while the fiscal deficit moved from a 
surplus of 1.7 percent of GDP in 1981 to a deficit of 4 percent of GDP in 1984. 
Part of this is due to the government's support of the employment emergency 
programs, but also to the decision not to default completely on growing social 
security obligations. Other more permanent social spending items, such as health 
care for the poor and food and housing programs, were reduced in some cases and 
maintained in others. But the needs stemming from the depression clearly 
overwhelmed the government's capacity to help. 





5/ During the same period, GDP decreased 15 percent. The 20 percent figure 
mentioned in the text should be taken with care, since unemployed people's 
income did not fall to zero. 
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The problems of unemployment and low real wages have eased, although 
at different rates. Employment generation has been very strong since 1985 
(close to 900,000 new jobs through 1989), and unemployment declined to 6 percent 
last year. Meanwhile, real wages have been increasing more slowly. By the end 
of 1989, after two years of growth that put GDP beyond the 1981 level OL zac 5 
percent, real wages were still 3 percent lower than in 1981. The per capita 
income for Chileans has dropped 10 percent since 1981, and real incomes have 
risen only 3.1 percent since 1981. 


On the fiscal side, spending on health, welfare, and educational 
programs has decreased by more than 20 percent between 1984 and 1989 (28 percent 
per capita).6/ Much of this decrease was forced by the big deficit of the social 
security system (21 percent increase), but also by a 108 percent increase in 
housing programs. 


Despite these reductions in social spending, hard evidence that the 
quality of life has declined is lacking, although improvements in living 
standards have slowed since the depression. 


Nonetheless, despite strong macroeconomic performance in the last few 
years, low- and middle-income people have not regained the living standards 
(measured by income) that they had in 1981. Some people assert that a "social 
debt" is owed to those groups, who constitute the majority of Chile's population. 
These social inequities provided the backdrop to the 1988 and 1989 election 
results, which granted the new government a mandate to carry out an income 
redistribution program that will involve fiscal and tax reforms. At the same 
time, people have grown accustomed to moderate inflation rates and recognize the 
benefits of economic growth. With this in mind, the new administration will also 
maintain the macroeconomic policies that have so profoundly changed Chile's 
economy. 


The big challenge for the new administration will be how to balance 


social and economic policy goals in a democratic context. The previous 
administration left behind strong macroeconomic indicators, and any worsening 
of them could be politically dangerous. Besides, it is clear that new 


policymakers are eager to demonstrate that they could be at least as efficient 
in administering the state as their predecessors and that Chile will not fall 
into the economic morass of some of its neighbors. 


In contrast, the previous administration's performance on the social 
side was inadequate, at least according to Chile’s tradition of state welfare 
support and income distribution favoring the poor. Much can be done to correct 
many of these social "debts." However, the extent to which the cost of improving 


social services will be detrimental to private sector growth and investment is 
unknown. 





6/ The figures are more dramatic if one compares 1989 with 1981, before the 
crisis. 
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CLOSING REMARKS 


Chile’s prospects for the 1990s are fairly good, if policymakers 
confront the main problems affecting the economy and find an appropriate mix of 
policies that spur national savings and private investment, keep the fiscal 
budget under tight control, permit a flexible absorption of eventual negative 
external shocks, and contribute to a more equitable society. A basic framework 
should be the liberalized economy inherited from the 1980s, amended in a way that 
shows more solidarity with the poor. In the end, this would be the only road 
to a modern and economically sound democracy. 
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Table 1: NATIGNAL ACCOUNTS 
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Population (thousands) 1144.8 12127.7 12327 12536.4 12748.2 12963.6 
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Table 3: PUBLIC SECTOR 
(All Data as % of GDP) 
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(including Public Enterprises) 
Financing of Deficit 
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Revenue Expenditure Balance Revenue expenditure eficit Loss LO35 “Loss Other 

Current Capital (deficit) a/ Current Capital (2) 
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a/ Revenue between 1986-88 corresponds to the saving (net current income). 
“OTES: Capital Expenditure is investeant less net capital expenditures 
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Table 4: INCENTIVE INDICATORS PRICES 


Tiflation Rate ale2 26.4 17.4 21.5 feud 21.4 25 

Real Eff. Exchange Rate 100° 458.92 176536. 170.64 178.28 - 172.06 
(1980=100) 

Index Real Wages 100 = 93.21 «=: 95.06 94.9 101.12 103.96 
(1980=100) 

Real Eff. Interest Rate 

Borrowing rates 3.03 4.4 1.47 3.15 2.03 3.08 

Laning rates 12.2377 4 thes 7.64 ERE) 7.44 11.83 


Ratio: Domestic-Foreing 
Energy Price 
Gasoline 
Other 


Uneaployaent Rate 10.4 12 6.5 139 6.3 5 
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CHILEAN STRUCTURAL REFORMS DURING THE 70s AND 80s 
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1. PRIVATIZATION 


More than 5000 firms and By 1980, 25 firms (including 
banks controled by the state one bank) remained in the 
public sector 


Zo eh CES 


Price control system Free prices (exclude wages and 
exchange rate) 


3. TRADE REGIME 


Multiple exchange rate system One exchange rate system 

Existence of prohibitions & quotas Homog. flat import tariff at 10% - 

High tariffs (94% aver. &>220% max) (excluding cars) 

Prior Import deposits No existence of other trade 
barriers 


4. FISCAL REGIME 


"Cascade" sales tax | VAT 20% (1976) 
High public employment Reduction of public employment 
High deficits Existence of surplus (1979-81) 


Tax reforms in 1974, 1984, 1989 
and 1990 (expected) 


5. DOMESTIC FINANCIAL MARKET REGIME 


Control of interest rates Free interest rates 
Bank stabilization Reprivatization of banks 
Control of credit Liberalization of capital markets 


< Biss 


APPENDIX 
Page 2 of 2 


6. EXT. CAPITAL ACCOUNT REGIME 


Total control of capital movements 
Government is main external 
borrower 


Gradual liberal. of cap. account 
Private sector is main borrower 


Free long run cap. mov. (1981) 
Free short run cap. mov (1982) 


7. LABOR LEGISLATION REGIME 





Union high role & barg. power 


Costly workers dismissals 
Mandatory wages increases 


High & increas. non wage 
labor costs (40% of wages) 


8. CENTRAL BANK 


Central Bank issueing of money 
helped finance fiscal deficit 


9. HEALTH, SOCIAL 


No unions & no barg. power of 
workers. 

Dismissal rules relaxation 
Relaxation of wage indexation & 
severe cut of real wages 
Reduction of non wage labor costs 
(30% of wages) 

New labor law was enacted (1979) 


New Central bank charter: 
autonomy 





SECURITIES AND EDUCATION 


Private health system (ISAPRES) 
Private social securities 
system (AFP) 

Private universities 


———— www wm Om Tw PP PP @ we wm ew eee wD oe mB eww mm em oom eee woe «=o = 
ee — mae ie ae ee ee ee - 
_- _—— 


Source: This table is based on a table from: Meller, p. (1989). Review of 
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COMMENTARY BY LUCA BARBONE 


I found this paper quite interesting. Most people who has been 
working on Latin America in the past few years view Chile as an outlier, a 
stumbling block in the comparison of growth and economic performance. Although 
it is true that other countries in Latin America have enjoyed relatively good 
performance--Colombia or Paraguay--it is also easy to come up with very specific 
reasons for their performance that make them less of a challenge in terms of 
defining a paradigm of what good economic management in a Latin American country, 
in particular, may mean. 


I have two sets of comments. 


The first is on some of the interpretation in the paper as to the 
reasons for the economic success in Chile. 


And second, to draw some lessons. The lessons may be more grim than 
the interpretation. 


Let me start by the two elements that I think the paper rightly 
dispels as not being relevant, not being a sufficient condition for explaining 
Chile's performance. As it is made clear, an authoritarian government is not 
a sufficient condition for good performance, nor is the ability to compress real 
wages as low as they can go. 


Although these features were present in Chile, they have also been 
present in most Latin American countries, including those with the least 
enjoyable economic records such as Argentina or Brazil, or even Peru. 


Where a military government does help is being able to guarantee 
continuity in economic management. The paper rightly stresses that the ability 
to insist on certain basic parameters, despite setbacks along the way, is one 
of the key aspects that contributed to the successful restoration of what has 
been defined as the appropriate business climate. 


Thus, while I agree with the basic message of the paper, namely that 
good and consistent economic management is eventually rewarded by good economic 
performance, I would have liked to see a more focused analysis on two relevant 
issues: (a) the relative role played by the reversal of macroeconomic policies, 
particularly the exchange rate policy, in obtaining a turnaround in performance 
after the banking crisis; and (b) the extent to which "excessive" structural 
adjustment policies may have contributed to the crisis, or reinforced the effects 
of inappropriate macro policies. In fact, if we had been here in 1983, probably 
the consensus would have been that the experiment was a disaster and the advice 
of this group to the government would have been to try to change policies as 
quickly as possible to avoid a serious depression. In fact, the government did 
change policies after 1982. Although the emphasis on free markets, the emphasis 
on reducing the role of the state, the emphasis on deregulation remained to a 
large extent, some excesses that led to the banking crisis were pruned, and 
macroeconomic policies (particularly the exchange rate policy) reoriented. Thus, 
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the question remains as to which of these two elements was crucial in allowing 
Chile to recover from the 1982-83 crisis. 


But still, one must agree that consistency of policies is something 
that has also given an important contribution (with a bit of luck coming from 
external conditions) to the average 4 or 5 percent per capita growth in the last 
five years. One aspect that remains striking, however, and that might be of 
crucial importance in deciding whether the current economic success is likely 
to be sustainable in the future, relates to the external vulnerability of Chile, 
which is underlined in this paper. Unlike Mexico, for instance, which has been 
able to diversify its exports to an extent that was certainly unimaginable a mere 
10 years ago, Chile still has basically half of its export revenues dependent 
on one commodity, copper, and that, despite the enormous growth in non- 
traditional exports. Can we consider the process of structural reform completed 
under these conditions? If the answer is yes, i.e., that heavy dependence on 
one or few commodities is not something of concern for an economy where market 
signals have been allowed to operate freely, then I think this carries 
implications for a number of other countries where structural adjustment policies 
are routinely identified with policies for diversification of exports. 


New for the political economy lessons, particularly for Latin 
America, I think that the paper gives a sobering message although several 
countries are now, for own conviction or for lack of alternative, being pushed 
towards adopting the same type of policies that Chile adopted in the seventies 
and in the early eighties. It is very difficult to envisage--at least for a 
number of them--that the same conditions of stability and economic management 
may prevail for a sufficiently long period of time, if it is true that it takes 
a long time for the shift from a constellation of policies where the price 
incentives and the market incentives are wrong to a constellation of policies 
where the right price and market incentives take effect on output and employment 
and stability. 


In this sense, I read the message of the paper as one of extreme 
difficulty for the task ahead, as the lags between the implementation of 
structural adjustment policies and any rewards are sufficiently long and 


unpredictable that the political cycle may make a reversal much more likely than 
one would like to expect. 


JAMAICA: CAN THE RECOVERY BE SUSTAINED? 


Michael Gavin 


With commentary by Sue Collins 
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Jamaica relies heavily on international trade: its imports and 
exports equal roughly half the GDP. The country’s bauxite reserves and beaches 
would have little value without foreign markets, and there are no domestic 
substitutes for such imported goods as petroleum. But with gains from trade 
comes a vulnerability to external macroeconomic events, vulnerability worsened 
by Jamaica's immense foreign debt. 


Jamaica is poor but not desperately poor. Its GDP of roughly US$1,000 
per capita places the country in the ranks of the lower-middle-income countries. 
But the highly skewed income distribution means that much of the population lives 
in genuine poverty, and past and contemplated austerity measures threaten the 
precarious living conditions of that group. Even so, the long-standing 
commitment of the two major Jamaican political parties to a welfare state, 
combined with the gentle Caribbean environment, makes Jamaica compare favorably 
to wealthier countries in such development indicators as education, infant 
mortality, and the availability of doctors and nurses. The life expectancy of 
74 years compares well with many industrial countries. 


Jamaica enjoyed, in the quarter century to 1973, robust economic 
growth, driven by high rates of savings and investment, in an environment of 
stable prices and generally manageable external deficits (Table 1). Jamaica’s 
economic decline began abruptly in 1973. Indeed, production fell dramatically 
during most of the 1970s, making only a feeble recovery in the 1980s. Savings 
and investment collapsed, inflation accelerated, and external imbalances 
intensified and became chronic. By the end of 1988 the country’s external debt 
was nearly 150 percent of GDP. If that decline now seems inevitable to some 
observers, it certainly was not foreseen in 1973. For example, 1974 World Bank 
analysis of economic prospects for Jamaica presented optimistic and pessimistic 
scenarios for 1972-80. The pessimistic scenario foresaw growth of "only" 5.7 
percent a year, the optimistic scenario 7 percent a year.1/ In fact, real GDP 
declined an average of 2.5 percent a year over this period, winding up in 1980 
almost 20 percent below the 1972 level. This outcome would have been viewed as 
incredible in the early 1970s. 


Which is the real Jamaica? Did the halting but real recovery that 
Jamaica experienced in the 1980s lay the foundation for renewed growth in the 
1990s — growth that Jamaica has shown itself capable of achieving? Or was it 
merely a brief interruption of a secular decline? The answer depends on domestic 
policy and the external environment. This paper lays out recent historical 
experience and prospects for both determinants of Jamaican economic growth and 
development. It presents a brief overview of Jamaica’s recent economic history, 
which illustrates the role of various determinants and explains how Jamaica 
reached its current macroeconomic position. The paper then discusses prospects 
for the future and emphasizes problems and risks that the Jamaican policymakers 
must cope with in the 1990s. 





1/ World Bank 1974. 
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CRISIS AND RECOVERY 


The watershed years, 1972-80, created the conditions with which recent 
economic policy has had to cope. After a brief discussion of 1972-80, the paper 
details economic policy and its outcomes in the 1980s, setting the stage for a 
discussion of economic prospects for the 1990s. 


Economic Crisis and Collapse, 1972-80 


When Michael Manley led the Peoples National Party (PNP) to victory in 
the 1972 elections, he inherited an economy that seemed sound. The Jamaican 
economy had for a quarter century experienced rapid growth, substantial monetary 
and financial stability, and a fairly strong international payments position. 
To be sure, worrisome trends can with hindsight be identified. The government 
had since the early 1960s been increasingly active in economic affairs, reflected 
in gradually growing government expenditures. Extending to a wide variety of 
microeconomic, trade, and industrial policies,2/ this more active role of the 
government was not always conducive to economic efficiency and growth. On the 
contrary, it was widely believed that the government was rewarding political 
supporters and punishing political opponents.3/ But increased government 
spending was not matched by increased revenues, and the trend throughout the 
1960s was increased budgetary deficits and rapid monetary growth and inflation. 


In addition, the gradual decline in the terms of trade during the 1960s 
threatened the generally strong international payments position4/ (see Chart 1). 
In particular, the petroleum price increases that rocked the world economy in 
1973 were painful for Jamaica because it depends on imported petroleum for nearly 
all its domestic energy needs. These increases occurred while Jamaica was in 
the midst of a payments crisis that, while then minor, was an ominous harbinger 
of subsequent developments. 


With the benefit of hindsight, the basis for economic growth was 
dangerously narrow, as Jamaica's growth depended heavily on bauxite and tourism. 
But it is also possible to make too much of this dependence. The bauxite and 
tourism boom were major factors in the buoyant postwar years, but economic growth 
extended to all major sectors, of the economy, including manufacturing, 
construction, and agriculture. In the late 1960s the bauxite sector contributed 
only about 13 percent of Jamaica's GDP, 1 percent of employment, 14 percent of 
government revenue, and less than 20 percent of retained foreign exchange 


2/7 See Wellisz and Stone 1989 for a comprehensive, and critical, summary of 
government economic policies during this period. 


3/ Wellisz and Stone 1989. 


4/ See, for example, Jefferson 1972. 
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earnings.5/ And the petroleum price increases, though painful, were offset by 
favorable trends in Jamaica's export prices. Indeed, although Jamaica's terms 
of trade were substantially less favorable than in the 1950s and early 1960s, 
they show no further decline until after 1978, long after the start of Jamaica’s 
economic decline.6/ 


There were, in fact, many positive aspects of the economic situation 
that the PNP government inherited in 1972. The government’s external and 
internal debt amounted to only about one fourth of GDP at the beginning of the 
1970s.7/ Until about 1969, almost all of Jamaica’s current accounts had been 
financed by direct foreign investment, and at the end of 1972 the public-sector 
external debt amounted to only about US$200 million, less than 15 percent of GDP. 
Jamaica’s international payments problems in 1972 and 1973 were clearly 
associated with a temporary investment boom and the completion of some bauxite 
projects.8/ In brief, while the international economic environment of the 1970s 
was in many respects more hostile toward Jamaica than that of the 1960s, the 
economy that the PNP inherited was basically sound. Nothing in Jamaica’s 
economic development during the previous decades made subsequent disastrous 
events inevitable.9/ 


Manley and the PNP came to office committed to the establishment of 
democratic socialism. This translated into, among other things, a desire to 
reduce economic inequalities within Jamaica and throughout the world, and to 
reduce the role of markets and capital--particularly foreign capital--in the 
national economy. From the time the PNP took power to just after the December 
1976 elections, the government made economic policy in a relatively unconstrained 
environment. It made no effort to adjust to the 1973 petroleum price increases, 
sponsored massive wage increases, and engaged in a dramatic expansion of the 
public sector. Government consumption rose from 18 percent of GDP in 1972, to 
27 percent in 1976, and 32 percent in 1978. Revenue did not keep pace with the 
rise in government spending, and the result was the familiar pattern of public- 
sector deficits, monetary and price inflation, exchange-rate overvaluation, and 
external deficits. This situation was exacerbated in Jamaica by emigration of 
the professional and business class to the United States and Canada as economic 
prospects deteriorated. 


5/ Jefferson 1972. 


6/ World Bank data. Measurement of Jamaica’s terms of trade is complicated 
by the fact that its major merchandise export, bauxite, is not traded in 
a world commodity market but is transferred to aluminum refineries in 
North America. 


Z/ World Bank 1971. 
8/ Real investment in 1973 was over two and a half times the 1987 rate. 
9/ The events of the following eight years have been documented elsewhere 


and need no detailed discussion here. See, for example, Sharpley 1983, 
Gavin 1989, and Wellisz and Stone 1989, and references cited therein. 


The response of the PNP government to the rapidly growing and clearly 
unsustainable balance of payments deficits was to tighten administrative controls 
over international trade. To counter the ongoing inflation, the government 
resorted to price controls in 1976 and subsidized many basic commodities. These 
administrative measures did little to correct the growing and fundamental 
imbalance between domestic production and domestic consumption. The restrictions 
on capital goods imports, high wages, the threat of nationalization, and various 
other impediments to investment combined to cause a massive decline in 
investment. In real terms, fixed investment fell nearly 30 percent in 1976 and 
another 30 percent in 1977. The allocation of import permits introduced 
substantial uncertainty about the availability of imported intermediate goods, 
and led to charges that the allocations were influenced by political interests. 
By 1977 the import restrictions were constraining production in several important 
sectors of the economy, and yet no progress had been made toward a sustainable 
balance of international payments. 


By mid-1977 the external deficits had risen to crisis proportions. 
When attempts to obtain financial support from sympathetic governments failed, 
Jamaica was forced into the arms of the International Monetary Fund (IMF). From 
then to the end of the PNP government's tenure, domestic economic policy was a 
tendentious tug-of-war between the Manley government and the IMF. The IMF tried 
to enforce orthodox solutions to Jamaica's economic ills; the Manley government 
responded with passive resistance--doing nothing to reverse its distortionary 
interventions in the marketplace, relent in its hostility to capitalist or market 
approaches to economic development, or eliminate the chronic imbalance in the 
public finances. The overall fiscal deficit, after reaching 15.5 percent of GDP 


in 1976, stabilized at about that level through 1979 and then increased sharply 
in 1980. 


Divided by internal disputes, the PNP government was unable to agree 
on a positive plan of action to resolve the crisis--at least, on a plan that 
could satisfy the IMF--and the economy wallowed in this unsatisfactory status 
quo until the elections of 1980. Output continued to decline while capital and 
skilled labor fled the country. Budgetary imbalances persisted, and partial 
monetization of the deficits led to inflationary pressures. Stubborn resistance 
to devaluation combined with high domestic inflation to create an overvalued real 
exchange rate. The balance of payments remained in fundamental disequilibriun, 
with the current account remaining under control only because of severe 
quantitative restrictions on international trade. The exchange-rate devaluation 
of 1978 was insufficient to restore a balance to Jamaica’s international 
payments. Instead, the government resorted to increasingly restrictive price 
controls and quantitative restrictions on international trade--restrictions that 
were inconsistent with a resumption of normal economic activity. 


Recovery, 1980-88 


The Jamaica Labor Party (JLP) defeated the PNP government in 1980, and 
Edward Seaga became prime minister. The economic strategy of the JLP government 
was based on the belief that relaxing the administrative restrictions on the 
economy would generate economic growth through favorable supply-side effects. 
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Such a relaxation would increase imports--most of the restrictions were to 
compress import demand--while the supply-side effects on production would take 
longer to realize. Participation of foreign lenders was crucial: without 
adjustment finance, the strategy had no hope of succeeding. Here, the Seaga 
government--identified by multilateral lending agencies and the U.S. government 
as having procapitalist policies--had a natural advantage over the socialist 
PNP. Foreign finance was readily available, perhaps too readily, to support the 
Seaga government's economic program. 


The Seaga government's supply-side gamble did not fully pay off. The 
JLP strategy did not take into account the impact that the distortions of the 
1970s had on demand. The combination of price controls and expansionary monetary 
and fiscal policy had led to an economy in which an artificially high domestic 
purchasing power was held in check only by government rationing of foreign 
exchange, and by the virtual disappearance of goods from stores’ shelves at the 
unrealistically low, regulated prices. Thus, major macroeconomic reforms were 
needed to make the liberalization strategy viable. 


There was some progress in containing budgetary expenditures, but these 
necessary macroeconomic reforms were not undertaken during the first three years 
of Seaga’s term in office. Seaga pledged early to refrain from exchange-rate 
devaluation, and he ruled out reductions in public-sector employment, which 
eliminated prospects for a big improvement in the government’s hemorrhaging 
budget. The failure of the JLP government to take early action to curtail 
excessive domestic demand, both private and public, was a fatal flaw in its 
policies during the first three years. 


Because of this failure to address macroeconomic policy imbalances and 
because of some dramatically unfavorable external outcomes during 1981-83, 
Jamaica’s economic situation became increasingly untenable. As 1983 progressed 
and the depth of the economic crisis facing Jamaica became clear to Jamaican 
policymakers (and to the World Bank and IMF), the government responded with a 
major reform of economic policy. These policy initiatives focused on the 
macroeconomic policy adjustments neglected during the first stage of the JLP 
government’s tenure. This reform was developed in consultation with, and under 
pressure from, the IMF and the World Bank. It was wide-ranging, and by 1986 it 
included: (a) a restructuring of the foreign exchange system and a massive 
exchange-rate depreciation; (b) a major fiscal contraction, which brought the 
central government from an unsustainable deficit of 16 percent of GDP to a more 
sustainable 3 percent of GDP; (c) a comprehensive tax reform that reduced 
distortions and led to a large increase in government revenue; (d) a 
rationalization and liberalization of the tariff regime; and (e) a liberalization 
of the domestic capital market. 


The External Environment. The late 1970s and early 1980s were 
difficult for Jamaica. The terms of trade deteriorated sharply between 1977 and 
1981, falling to a level lower than in any year since 1950, and stagnated through 
1985 (Chart 1). This decline reflected the second petroleum price shock and 
unfavorable prices for Jamaica's commodity exports. 
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A second adverse external development during the early 1980s was a 
large increase in world interest rates. Because of the large and persistent 
current-account deficits during the 1970s, Jamaica entered the 1980s 
substantially more exposed to international interest rate movements than in 1972. 
From 1970 to 1980 the public external debt rose from US$162 million to US$1,438 
million.10/ Thus, Jamaica was hit hard when international interest rates rose 
in the Volcker and Thatcher stabilizations of the late 1970s and early 1980s. 


But the most significant external development for Jamaica during the 
first half of the 1980s was the precipitous decline of bauxite. Due to worldwide 
declines in demand, increased production in such competing countries as Guinea 
and Australia, and possibly the continued effect of the bauxite levy on 
production in Jamaica, bauxite production declined rapidly in the first several 
years of the Seaga regime. Having been fairly stable at about 12 million tons 
a year from 1978 to 1981, production plummeted 28 percent to 8.4 million tons 
in 1982 and dropped another 8 percent in 1983. By 1984 the bauxite sector was 
operating at about half its capacity (Table 2). 


This decline in production had major implications for aggregate output, 
the balance of payments, and the government's budget. The 30 percent decline 
in real value-added in the bauxite sector in 1982 corresponds to an adverse 
"supply shock" of more than 2.5 percent of GDP. Gross export revenue from 
bauxite fell from US$760 million in 1981 to less than US$300 million in 1985 and 
1986.11/ And the government budget suffered because a significant fraction of 
the central government’s revenue came from taxation of bauxite earnings. 


So, in the first half of the 1980s the JLP government was swimming 
against a strong international tide, trying to raise output and stabilize the 
external accounts in the face of low demand for and low prices of Jamaican 
exports. Aggravating these adverse external developments was a hurricane that 
wiped out a substantial fraction of Jamaica’s export crops in 1980. The banana 
industry had not yet fully recovered from this disaster when an even more 
destructive hurricane hit Jamaica in 1988. 


The external environment began to improve for Jamaica in the second 
half of the 1980s. The generally declining trend in oil prices, the long 
economic expansion in the United States and other industrial economies, the 


10/ The increase in public debt was a reflection of nationalizations during 
the 1970s. To the extent that the nationalized properties earned foreign 
exchange, the associated government debt could be serviced automatically. 


But, in practice, many nationalized firms were unprofitable or became 
unprofitable. 


11/ These numbers overstate the impact of the decline in bauxite production 
on the Jamaican balance of payments because with the decline came a 
concomitant decline in imported intermediate inputs and in profit 
remittances to foreign-owned aluminum companies. Nevertheless, the data 


are sufficiently precise to show the magnitude of the external shock to 
Jamaica. eis 
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reduction in international interest rates from the peaks during the 
stabilizations of the early 1980s, and some recent recovery in the market for 
bauxite have all been beneficial for Jamaica. In 1989 bauxite production rose 
to roughly 9.5 million tons, and the outlook is for further improvement in 1990. 
These relatively favorable developments provided a significant boost to Jamaica's 
adjustment efforts after 1985. 


The supportive attitude taken by international lenders to the Jamaican 
government's economic program is one aspect of the external environment that was 
highly favorable to Jamaica. When Jamaica approached the IMF in 1980 to 
negotiate a lending agreement, there was no difficulty reaching agreement on a 
package that was politically advantageous for Jamaica. At first, there were no 
demands for further devaluation, and the fiscal targets were rather lenient. 
One reason for the IMF’s lenient attitude was Jamaica’s special situation, in 
which recovery clearly demanded supply-side initiatives and in which demand 
constraints might backfire by reducing the likelihood of the investment and 
production response required for success. There probably were other reasons as 
well: the Jamaican program was widely viewed as a prototype for supply-side 
reforms in developing economies, and the U.S. government had an interest in 
helping Jamaica succeed. Whatever the reason or combination of reasons, the 
JLP’s relations with the IMF were far easier, at first, than those of the PNP 
government. 


Economic Policies and Outcomes, 1981-83. The PNP and the JLP agreed 
on the undesirability of exchange-rate devaluation and public-sector layoffs. 
Pledges by the Seaga government to refrain from these actions greatly impeded 
efforts to bring the government’s fiscal position toward balance and the external 
accounts into equilibrium. 





The Seaga government did implement some measure of austerity in the 
budgets for 1982, 1983, and 1984, but the modest reductions in spending were 
roughly offset by an increase in the government’s interest bill (Table 3). 
Noninterest current expenditure declined from 24.8 percent of GDP in the 1981 
fiscal year to 21.3 percent in the 1984 fiscal year, but interest payments rose 
from 7.9 percent of GDP to 10.4 percent, driven by rising public debt and higher 
world interest rates. Although current expenditure fell slightly during this 
period, so did revenue, largely due to the depression in bauxite. In fiscal 1982 
the bauxite levy yielded 5.6 percent of GDP in tax revenue for the central 
government, but as the bauxite sector in Jamaica fell into depression, revenue 
from the bauxite levy collapsed, declining to 2.6 percent of GDP in fiscal 1984. 
Revenue from other sources declined in this year as well, for reasons that are 
unclear. The bottom line was a record fiscal deficit on current account of 8.0 
percent of GDP, slightly larger than the 7.8 percent of GDP that was recorded 
in fiscal 1981. 


Offsetting this deterioration of the recurrent fiscal deficit was some 
reduction in capital spending, which fell from 11.9 percent of GDP in 1982 to 
7.8 percent in 1984. The net effect was an overall fiscal deficit of about the 
same magnitude as those in the latter years of the Manley government: 15.9 
percent of GDP in 1982, 14.1 percent in 1983, and 15.8 percent in 1984. Thus, 
during the first three years of the Seaga government, fiscal policy remained more 
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or less the same as that inherited from the Manley government. Adverse external 
developments, particularly in the bauxite sector, swamped painful but inadequate 
movements toward fiscal restraint. 


The Seaga government also followed a relatively passive policy in its 
exchange-rate policy in its early years. During 1980-83 there was no adjustment 
in the nominal Jamaican exchange rate, although inflation was substantially 
higher in Jamaica than in its trading partners (Chart 2). There was thus a 
continual and substantial decline in Jamaican competitiveness. By the end of 
1983 international competitiveness had declined to the levels reached at the end 
of 1978, just before the Manley devaluation. 


The real exchange-rate appreciation contributed to the huge external 
deficits of the early 1980s. In the first years of the Seaga government, the 
external deficits and exchange-rate overvaluation worsened, and the public 
realized that the government's exchange-rate policy was unsustainable. The 
unviability of the exchange-rate policy was revealed first in the emergence of 
a black market in foreign exchange around 1981, which the government eventually 
sanctioned as a legal "parallel" market, where foreign exchange traded at roughly 
50 percent above the official exchange rate. This de facto devaluation did not 
apply to all international transactions, and it was insufficient to restore 
equilibrium to Jamaica's international payments. 


The government’s exchange-rate policy had two results: it reduced 
Jamaican producers’ ability to compete in international markets, and it created 
expectations of future devaluation. The first effect--on international 
payments--is obvious. Less obvious is the impact of expected depreciation. 
Domestic residents who anticipated a large exchange-rate depreciation had two 
ways to insure themselves against it: to buy foreign securities (capital 
flight), or to buy durable consumer goods for use after the depreciation, when 
the goods would have become more expensive. Capital flight and a bulge in 
spending on consumer durables were important features of the crisis leading up 
to the reforms by the government in 1984 and after. 


Although the government’s macroeconomic policy record in these early 
years can with hindsight be criticized, the government did many things right, 
as favorable outcomes in growth and investment attest. The major thrust of the 
government's policy was to liberate the private sector from the constraints of 
intrusive government regulation and to promote sectoral growth through World 
Bank-financed investments, particularly in agriculture. 


The first policy thrust was important. During the last years of the 
PNP government, the private sector was forced to operate in an atmosphere hostile 
to capitalist endeavor. In competition with the state for domestic and foreign 
resources, the business sector lost. The surge of migration is the best measure 
of the Jamaicans’ discouragement at the obstacles placed in their way by the 
government policies of the late 1970s. The Seaga government reversed this 
hostility toward the private sector, eliminated the fear of nationalization and 
price controls, and returned to the private sector the access to resources 
required for production. The most important step taken to :open access to 
resources was the dismantling of the import licensing system and the elimination 
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of most quantitative restrictions on imports. This allowed firms in Jamaica to 
obtain intermediate inputs, and removed a time-consuming, bureaucratic obstacle 
to private production. 


It is difficult to quantify the magnitude of the economic 
liberalizations undertaken by the Seaga government in its early years, much less 
to estimate their effect on the economy. But it is equally difficult to dispute 
JLP’s effectiveness in reviving the moribund economy it inherited. For, despite 
the adverse external developments discussed above, the Seaga program of 
liberalization was initially successful in reviving economic growth. Real GDP 
rose by 2.5 percent in 1981, more rapidly than had been expected. Jamaica easily 
passed the liberal 1981 performance criteria of the IMF adjustment program. And, 
despite ups and downs associated with later adjustment efforts, economic growth 
was, on average, positive during the JLP rule. Most of the economic growth, 
averaging 2 percent a year, occurred in the first three years of the Seaga 
government. This growth was despite a depression in the bauxite sector that 
pulled output down an average of 10 percent a year. 


The economic recovery during 1981-88 was weak, especially compared with 
the robust growth rates experienced before 1972 (Table 4). But growth was 
widespread, with only the mining and government sectors showing declines in 
output. Tourism grew particularly rapidly (as seen in the category "hotels and 
restaurants"). Tourists tripled from 0.5 million in 1980 to about 1.5 million 
in the late 1980s. Travel income now accounts for about US$550 million in 
exports, rivaling bauxite as the most important earner of foreign exchange. 


The recovery of output and employment was associated with a welcome 
recovery of domestic investment. The recovery of investment from the depressed 
levels of 1977-80 was rapid and substantial (Chart 3). By 1985, net investment 
was about 17 percent of GDP--far below the heady days of the late 1960s, but in 
line with a long-run historical average and enough to finance economic growth. 


But domestic savings remained low during 1981-85, due to low government 
saving. Private saving responded well to the stabilization and liberalization 
of the economy under the JLP government, gradually rising from the depressed 
levels of the late 1970s (Chart 4). The low national savings--due to the 
government’s inability to bring its fiscal accounts into balance and the 
relatively robust domestic investment--created large current-account deficits. 
The current-account deficit averaged US$350 million in each of the years 1981 
to 1985--well in excess of 10 percent of GDP in each of the five years (Table 
6). These deficits added US$1,743 million to Jamaica's foreign debt in only five 
years. 


As noted above, this decline in government saving is closely related 
to the decline in the bauxite sector, and the resulting reduction in bauxite 
exports (Table 6). Bauxite exports declined from US$760 million in 1981 to 
US$425 million in 1983, and to less than US$290 million in 1985. Meanwhile, debt 
service steadily increased as Jamaica’s international borrowing continued to 
rise. Despite significant rises in travel income--from US$285 million in 1981 
to US$400 million in 1983--the current account plunged into deficit. As the 
necessity for dramatic reform--and the associated probability of 
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depreciation--became clear, private capital flowed out of Jamaica, and in 1983 
the external imbalances simply could no longer be financed. Reserves declined 
by almost US$150 million in 1983, and almost US$200 million in payments arrears 
were accumulated despite the receipt of large loans for balance of payments 
support. 


The dimensions of the fiscal and payments crisis were not fully 
recognized by the government until the end of 1983, although the need for policy 
reforms had become apparent before then. Negotiations with the IMF had been 
under way as a result of Jamaica's failure in 1982 to satisfy performance 
criteria attached to an IMF standby agreement. During 1983 the government 
resisted some of the abrupt and extreme stabilization measures the IMF proposed. 
But as the severity of the crisis facing the country became clear, the government 
committed to a wide-ranging and ambitious reform. 


The economic policy reforms instituted after 1983 were far-reaching, 
encompassing fiscal policy, the exchange-rate system, the domestic tax system, 
the tariff system, the authority and independence of the central bank, 
liberalization of the domestic financial market, and government divestment of 
such commercial activities as hotels. The tax, budgetary, monetary, and 
exchange-rate policy changes were the most wrenching adjustments, and the most 
important in shaping outcomes in recent years. 


During 1984-88 the government staged a remarkably successful attack on 
the budgetary imbalances that persisted for nearly fifteen years prior to the 
1983 crisis. The government was helped in its stabilization effort by the little 
or no parliamentary opposition to its policies, since the PNP did not participate 
in the 1984 elections. Whatever the reason, the turnaround in the fiscal 
situation is impressive. Noninterest recurrent expenditures fell from 21.3 
percent of GDP in the 1984 fiscal year to 15.8 percent in 1988, while revenue 
rose from 23.6 percent to 29.8 percent of GDP (Table 3). Capital expenditure 
was slashed as well, resulting in a reduction in the overall budget deficit from 
about 16 percent of GDP in 1984 to 6.5 percent in the next two years, and roughly 
3 percent in the 1987 and 1988 fiscal years. 


The budgetary correction took place in two stages. Spending reductions 
were the emphasis in the first two years of the program. Major reductions in 
public-sector employment were implemented, so that central government wage 
payments fell from about 13 percent of GDP to about 11 percent in 1985 and 9 
percent in 1985. Other noninterest spending fell as well, but less dramatically. 
In addition there were major cuts in the government's investment spending, from 
the low level of 8 percent of GDP in 1984, to about 5 percent in 1985 and 1986. 
This reduction in government investment was undesirable and unsustainable. But 
it was also the only feasible short-run response to the 1983 crisis, given the 
need for immediate, decisive action. 


During the first two years of stabilization, enhanced enforcement 
raised the share of government revenue somewhat, though most of the budgetary 
gains came from reduced expenditure. The second stage of the stabilization 
coincides with implementation of the reformed personal and corporate tax systems 
in 1986. The personal income tax reform replaced a complitated and highly 
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progressive system with a simpler system with a broader base, a higher initial 
tax threshold, and flat rate of 33 percent above the threshold. These tax 
reforms raised central government revenue dramatically. Exclusive of the bauxite 
levy, central government revenue rose from 23 percent of GDP in fiscal 1986 to 
28 percent in 1988 and 1989. During this second stage of the budgetary reform, 
the reduction in the government wage bill continued, until in fiscal 1988 it fell 
almost to the pre-1976 level. Other categories of government spending increased 
somewhat from the depressed levels of 1985 and 1986, especially in fiscal 1989. 


In addition to the improvement in central government finances, prices 
were increased for the services of many quasi-governmental entities, including 
gasoline and public utilities. These price increases raised the cost of living 
and were highly unpopular, leading in some cases to demonstrations. The price 
increases stuck, and the financial condition of the public enterprises improved 
dramatically. 


The government also undertook a dramatic change in exchange-rate 
policy, substituting a chronically overvalued currency with realistically 
valued--even undervalued--currency. The first step toward devaluation was the 
institution of a parallel market in foreign exchange in January 1983. This move 
legalized the existing black market in foreign exchange, and moved the previously 
clandestine transactions into the domestic banking sector. But in negotiations 
toward a new standby agreement in 1983, the IMF insisted on the unification of 
the dual exchange-rate regime and the institution of a free market in foreign 
exchange. With the exchange rate no longer set by the government, the exchange 
rate would instead reflect market judgments about the equilibrium value of the 
currency. 


Upon institution of this market in November 1989, the exchange rate 
jumped to J$5.50 to the U.S. dollar, approximately halving in value. The 
exchange rate continued to depreciate rapidly until the dollar reached J$6.50. 
The government stepped in and, through a combination of exchange-market 
intervention and political pressure on the banks that make up the foreign 
exchange market, set the exchange rate at J$5.50 to the U.S. dollar. It remained 
at that level until another devaluation in February 1990 raised the price of U.S. 
doltars, to J57.00. 


While the IMF's experiment of an auction market in foreign exchange was 
short-lived, the depreciation was sustained. The depreciation of the Jamaican 
dollar was large, bringing its real value far below any level it had reached 
before (Chart 2). In 1987 and 1988 the real exchange rate stabilized about 40 
percent weaker than the level of the late 1960s, and about 30 percent weaker than 
its previous low point in 1979. 


The exchange-rate depreciation raised the cost of imported inputs and 
consumption goods, raising business costs and reducing standards of living. 
These generated inflationary pressures, with a sharp spike in the inflation rate 
in the immediate aftermath of the exchange-rate depreciation. These inflationary 
pressures were exacerbated by the public-sector price increases enacted at the 
same time. But a generally tight monetary policy prevented the inflationary 
pressures from degenerating too completely. 
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The ex-post real interest rate, one indicator of monetary policy in 
those years, declined precipitously during the recession years 1984 and 1985, 
but interest rates maintained a high level during the recovery years 1986-88 
(Table 7). These high rates may have slowed the recovery of investment and 
output. But the restrained monetary policy prevented cost disturbances arising 
from the exchange-rate depreciation and the public-sector price increases 
spilling over into a generalized inflation. Indeed, inflation rapidly declined 
to moderate rates by 1987 and 1988. 


The budgetary, monetary, and exchange-rate policies pursued by the 
Seaga government had major effects on growth, savings, and investment in the 
years following their enactment. The short-run reaction to the shock treatment 
imposed by the government and the long-run, more favorable responses must be 
distinguished. The initial impact of the budgetary and exchange-rate policies 
was adverse for economic growth (Chart 5). Real GDP fell by 0.9 percent in 1984 
and 4.6 percent in 1985, for an average rate of decline equal to 2.8 percent a 
year. Most major sectors experienced declines in output, except agriculture, 
where output increased 3 percent a year in 1983-85. The short-run contractionary 
impact of the policy changes were to be expected. Tax and public-sector price 
increases, reductions in government subsidies, and layoffs in the public sector 
reduced consumers’ purchasing power, and reductions in government investment and 
consumption reduced demand for domestically produced goods. 


The recession hit investment and government consumption hardest (Table 
5). Real investment fell more than 10 percent in 1984, was flat in 1985, 
declined almost 20 percent in 1986, rebounded in 1987, and fell another 18 
percent in 1988.12/ Private consumption rose in every year except 1985. But 
changes in consumption were unevenly distributed across the population--people 
dependent on government subsidies were particularly -hard hit. 


Exports responded quickly to the new policy regime, and the real value 
of exports grew rapidly through 1987 (Table 5). After 1985 the economy recovered 
its momentum and entered two years of export-led growth. Investment recovered 
later than the rest of the economy, but rose in both 1987 and 1988. 


Economic growth in this second stage of adjustment to the Seaga 
government’s economic policy reforms was widespread. Leading sectors were 
manufacturing, construction--where output rose at an annual rate of 10 percent 
in 1985-88--and tourism--which grew almost 10 percent a year in 1985-87. The 
worldwide recovery of the aluminum market after 1985 affected Jamaica. Output 
in the bauxite sector recovered somewhat from the extremely depressed levels of 
1985. These output increases are expected to continue in the near future, and 


should significantly ease pressures on the government budget and international 
payments. 





12/ Data from the Statistical Institute of Jamaica, Economic and Social 
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Despite short-term, cyclical setbacks to investment, by 1987 net 
investment had recovered to 16 percent of GDP. Much of the financing came from 
domestic savings, which rose from the negligible levels of the late 1970s and 
early 1980s to roughly 8 percent of GDP in 1986 and 1987. These increases in 
savings were primarily due to the major increase in government savings, but 
private savings also improved relative to the levels of the late 1970s and early 
1980s. A variety of factors were probably responsible for the increase in 
private savings. These included a substantial increase in real returns to 
saving, a need to reconstitute asset positions after price increases associated 
with depreciation had eroded their real value, and perhaps some increase in 
confidence about the future once the adverse impacts of the stabilization had 
passed. 


Along with the recovery in production came significant increases in 
Jamaican employment (Table 8). Employment grew, and unemployment fell, even in 
the relatively bad years, 1984-85. Between 1983 and 1985 employment rose 5 
percent, even though real GDP fell a total of about 5 percent. This is probably 
due to the sectoral composition of output changes, with labor-intensive 
agriculture expanding while output in less labor-intensive sectors declined. 


The Seaga government’s inability to finance international payments 
imbalances made the early strategy of liberalization without fiscal reform 
unsustainable, and motivated the major policy changes adopted after 1983. The 
new policies were successful in restoring some balance to international payments. 
There was dramatic improvement in the Jamaican balance of payments from 1983 to 
1988, on both the current and capital account (Table 6). The current account 
deficit fell from about US$350 million in the first five years of the Seaga 
government’s term to US$40 million in 1986 and US$100 million in 1987. The 
current account moved into surplus in 1988, reflecting a surge in foreign aid 
for hurricane relief. 


In the early years of the stabilization, progress was due to a drastic 
reduction in imports and an improvement in nonfactor services, reflecting the 
strong growth in tourism. Exports declined in the first years of the program, 
though they increased substantially from 1986 through 1988. The aggregate data 
mask a significant diversification of Jamaica's export base during the past five 
years. In 1981, before the bauxite depression, exports of bauxite and alumina 
made up 55 percent of total exports of goods and services. Other traditional 
exports (sugar, bananas, and some other agricultural goods) made up another 6 
percent. The value of nontraditional exports stagnated, and in 1984 they were 
only 10 percent higher than in 1979--a substantial decline in real terms. 


By 1987 the picture was quite different. The incentives to export 
provided by the weak Jamaican dollar invigorated the previously stagnant exports 
of nontraditional exports. Export revenue from nontraditional sources rose by 
64 percent in 1984-87. Exports of clothing, virtually nonexistent before 1984, 
rose to over US$100 million in 1987. While in 1981 tourism and nontraditional 
exports accounted for less than 30 percent of gross exports of goods and 
services, in 1987 these categories accounted for almost 55 percent of the total. 
In addition to raising income in world markets, the increase in export sales in 
these Ceregoree will reduce Jamaica’s earlier excessive vulnerability to 
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developments in the world aluminum market. And because the move is away from 
the highly capital-intensive mining industry into more labor-intensive sectors 
like clothing and nontraditional agriculture, the gains from economic growth may 
be more widely spread across the population. 


The long string of deficits in Jamaica's international payments has 
left a legacy of high international indebtedness (Table 9). In 1979, Jamaica's 
external public debt was only one-fourth of its GDP, and interest payments on 
that debt amounted to less than 10 percent of total exports. But in 1988 the 
nation’s external public debt was a staggering 143.5 percent of its GDP, and 
interest payments on that debt amounted to nearly 20 percent of exports of goods 
and services, or over 8 percent of GDP. 


OUTLOOK: CAN THE RECOVERY BE SUSTAINED? 





This review of recent experience highlights Jamaica’s vulnerability to 
external disturbances, particularly to oil prices, the bauxite market, and, more 
recently, world interest rates. Yet the most devastating wounds were self- 
inflicted. While the external environment of the 1970s was clearly harsher than 
that of the 1960s, the external disturbances are insufficient to explain 
Jamaica's catastrophic decline. And it was in the even harsher environment of 
the mid-1980s that Jamaica began, tentatively and slowly, to recover. 


Thus the first question that must be addressed when discussing 
Jamaica's economic prospects is the present government's intentions--especially 
its budgetary policy and views of private enterprise. So far, the outlook 
appears favorable. The Manley government has repeatedly committed itself to 
budgetary discipline and the encouragement of private enterprise, and has 
demonstrated this commitment during the past two years. The quantitative 
evidence is mixed here, as the 1988 fiscal outcomes are confused by the effects 
of the 1988 hurricane, which required relief expenditure. The government has 
committed itself to painful fiscal measures designed to bring the fiscal deficit 
back to around 3.5 percent of GDP. These measures include institution of a 
general consumption tax, increases in insurance and electricity rates, and 
gradual elimination of food subsidies. A test of the government will come during 
the next few years as the pain from such measures intensifies and begins to erode 
public support for the government. 


The Jamaican policymakers remain resistant to exchange-rate 
depreciation, and persistent pressure is needed from Jamaica’s official creditors 
to maintain a realistically valued currency. The recent devaluation barely 
restored the real exchange rate to 1987 levels, and with Jamaican inflation in 
the range of 14 percent, that real devaluation will be offset quickly unless the 
nominal exchange rate is adjusted with alacrity. Monetary policymakers face a 
serious dilemma. They would presumably like to use the nominal exchange rate 
as an instrument for disinflation, as inflation is high by Jamaican standards 
and the alternative policy, monetary contraction, has already led to high 
interest rates. But the dangers of such a policy for a highly open economy, 
especially one with Jamaica's history of chronic payments imbalances, are clear. 
Exchange-rate policy will remain a contentious issue in the 1990s. 


The external environment looks favorable for Jamaica in the short term. 
The bauxite market has picked up considerably from the depression of the 1980s. 
Output increased from 7.4 million tons in 1988 to 9.5 million tons in 1989, and 
the forecast is for a further increase in 1990 to perhaps 10.5 million tons. 
The Kaiser company added capacity in 1988, and discussions are under way for 
further, substantial investments in refining capacity. Prospects for the sector 
were further enhanced in December by an agreement to supply the Soviet Union with 
one million tons of bauxite a year. Bauxite can be expected to be a minor 
positive factor for Jamaica rather than the depressing factor that it was in the 


1980s. This will provide substantial relief for Jamaica's external payments and 
fiscal accounts. 


Prospects for tourism depend on macroeconomic outcomes in the United 
States and Western Europe. Economic growth is expected to be less rapid in the 
industrial countries than it was during the early 1980s, but it should be 
sufficient for continued growth in Jamaican tourism. Demand is unlikely to grow 
as fast as in the 1980s. But, unlike during those years, Jamaican tourism is 
capacity-constrained, and further growth will require investment in hotels and 
restaurants--a good thing for the domestic construction industry, but pointing 
toward slower growth in tourism revenues during the 1990s. 


The darkest spot on the horizon is Jamaica's international debt 
service. With debt equal to roughly one and a half times GDP, a one percentage 
point increase in the interest rate results in the transfer of an additional one 
and a half percentage points of GDP to foreign creditors. The recent rise in 
world interest rates is, therefore, cause for alarm. Interest payments now 
account for nearly 40 percent of central government expenditure and are making 
it increasingly difficult for the government to provide basic public services 
in health, education, and law enforcement. The ratio will rise as contemplated 
spending reductions are implemented. The ratio will rise even more if world 
interest rates continue their upward drift, until at some point the Jamaican 
population will notice that its government has become little more than a money 
machine for foreign creditors. At that point, the conciliatory posture of the 
Jamaican policymakers to their creditors will become untenable, no matter how 
sincerely they wish to maintain it. Few events would be as disruptive for 
Jamaica's economic prospects as a feud with its foreign creditors, with all that 
it may imply, and those in the world economy who wish Jamaica well should be 
searching for ways to reduce its debt burden to avert such a possibility. 
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Table 1: 
Macroeconomic Performance in Jamaica 


REL s eee ee eo ee 


Real GDP growth 
Net Investment: percent of GDP 
Consumer price inflation 

External debt-GDP ratio: (end of period) 


Notes: The 1955-72 GDP eevee rate is from Stone and Wellisz (1989). Other data are from IMF 
International Financial Statistics, Statistical Institute of Jamaica National Income and Product, and 
World Bank World Debt Tables (various issues). 




















Table 2 : 
The Bauxite Sector in Jamaica 


[________ ]1976] 1975] 1980] 1961 [1962 | 1969 | 1984 | 1985 | 1980] 1987] 1988] 


Percent of Total GDP 
j Export receipts: 
(mil. U.S. dollars) 


Source: World Bank (1989) _ 
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ee Table 4: ] 
Economic Growth in Jamaica 


ee oe ee 9ss72° | 1972-60" | 1980-88. _ | 
Real GDP growth 
iculture 
mee 

Manufacturing 

Construction 

Government Services 
Hotels and Restaurants 
Other 




















| Sources: Jefferson (1972), and Statistical Institute of Jamaica National Income and Product (various 


Lissues). The 1955-72 growth rate for mining is not meaningful because the 1955 base is close to zero. 





Table 5: National Accounts 


| 1981 | 1982 | 1983 | 1984 | 1985 | 1986 | 1987 | 1988 | 
SDP 
Local Currency (mil.) 
U.S. Dollars (mil.) 


share to GDP (%) 
Consumption 
Private 
Public 
Investment 
Exports 
Imports 
teal Growth Rate 
Private Consumption 
investment 
Government Consumption 
Exports 
Imports 
sopulation (mil.) 





sources: IMF International Financial Statistics and World Bank 
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Table 6: External Trade and Payments 
(Milllion U.S. Dollars) 


[eet | 1082 [ 1983 | 1084 [1965 | 1906 [ 1967 


Bauxite and alumina 759.8 513.8 9} : ; 295.5| 336.5) 417.1 
46.5 49.0 i ‘ 62.2 74.1 91.9 
167.8] 204.6 ‘ i 297.8] 324.4 


Investment income (net) 
Other service income (net) 


Net Service Income 
Net Transfer Income 


Current Account Balance 


Long and short-term capital 
Exceptional financing * 
Payments arrears 

Errors, counterpart items, etc. 
Change in Reserves 


Source: IMF Balance of Payments Statistics 














. Table Z: 
The Real and Nominal Prime Lending Rate: 
1982 - 1988 






fo t982 T1983 Tt98 T1985 | 1986 | 1987 | 1988 | 


Nominal Interest Rates: 
Prime Lending Rate: 
Treasury Bill 


Real Interest Rates: 
Prime Lending Rate: 
Treasury Bill 


Rate of CPI inflation: 8.2 


Source: International Monetary Statistics. 
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Table 8 
Employment and unnipie mp oyment, 1983 - 1988 


OO 


(Of which job-seekers) 
(Of which non-seekers) 


Employment ratio 
ala bigs ratio 
(Of which job-seekers) 

| (Of which non-seekers) 


Table 9: 
External Public Debt: 1977 - 1987 
(Million U.S. Dollars) 


ETAT Ad De a 


US$ Millions: 
Total external debt L : 2299.4 | 3313.5 | 3867.2 | 4494.0 | 4614.9 
Interest payments 103. : : K 


Interest/ Exports | : 
Source: World Bank (1989). Exports refer to goods and nonfactor services. 
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Chart 1 : 





Terms of Trade: Jamaica 
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: Chart 2. 
Real Exchange Rate: Jamaica 
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Chart 4: 
Private and Public Saving 
(Percent of GDP) 
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Chart 5: | 
Real GDP in Jamaica: 1964-1987 
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COMMENTARY BY SUE COLLINS 


I agreed with a lot of the main conclusions that are‘in the paper. I 
thought what I would do is to put a somewhat different light on them. I do not 
think there is an issue in terms of the interpretation of the main periods and | 
the main developments that happened, but I think that, at least my perspective 
on some of the reasons for them is somewhat different, I think that raises 
perhaps some different lessons and also some different issues in a slightly more 
pessimistic prospect for the coming years. 


So what I thought I would do is just very quickly go through the various 
stages that you have already heard but with a slightly different emphasis, in 
particular focussing on some of the political economy aspects of why certain 
policies were or were not undertaken and then come back at the end to a 
discussion of what some of the questions are--and I unfortunately don’t have 
answers to them--and prospects. 


I also think of recent history in terms of four different periods. The 
first one is the experience pre-1972, which is pre-the Michael Manley government 
taking office. And there we have an economy basically which was in quite good 
shape. I mean, the prospects pre-'/2 were really very favorable. Jamaican 
growth was quite strong. It was viewed as being an economy that had quite a bit 
of promise for a variety of different reasons. 


The major problems were really social ones. There was a strong concern 
that was widespread that had been there during the independence movement and 
persisted throughout about income distribution problems. There was a real 
feeling that one of the most important tasks of new governments, once 
independence had kind of settled down, was to address those distribution problems 
and those issues. We saw then in the second period--the years in which Michael 
Manley and the People’s National Party was in office, from 1972 to 1980--a real 
focus explicitly on those social issues and a focus ignoring some of the macro 
economic balances and the basic constraints that I think have really become very 
evident and very important throughout Jamaica’s history. 


The 1972 to 1980 period is really quite shocking, a period in which there 
weren't major domestic political strifes or wars or anything like that but a real 
decline of output of 20 percent. It really is a striking history. 


There was really a widespread social consensus that said focusing on social 
redistribution issues was really the important order of the day. I think there 
was a feeling, at least among people in office and people in various parts of 
the government, that was really the be-all and end-all of policy. 


I must agree with the description in the paper of the drearily familiar 
pattern of the increase in fiscal deficits, financed by money creation, 
inflation, overvaluation, the capital flight, the budget deficits, the accumula- 
tion of foreign debts, all of those things which, instead of adjustments, led 
to increasing government control over a variety of different parts of the 
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economy, leading to black markets, to widespread shortages. It was pretty 
typical in the late 1970s for most of the suitcases for visitors going down to 
Jamaica to be full of detergent and things like that. 


The pervasiveness of the shortages was really quite extreme. The 
supermarkets were empty. That really led to an unsustainable crisis in political 
terms. 


Now, what I think is quite interesting is that the next phase, which I call 
the first period of the Edward Seaga administration, from 1980 to 1983, was one 
which took some steps away from the focus exclusively on social redistribution 
but not a hundred percent. In particular what is quite interesting is that there 
was a focus on advocating free market principles but not the macro adjustments. 
It focused on the supply side adjustments and not the demand side. I would say 
the same thing in a slightly different way, focusing on a lot of micro economic 
adjustments and structural things but not adjusting the macro economic 
imbalances. 


I think that is quite interesting, as I look back on that period again, 
in light of a number of things I read recently that focus on a number of 
developing countries today which people view as undertaking a lot of the macro 
adjustments but not the micro adjustments. There is some interest in terms of 
how much growth you get, what the implications are, what the prospects are for 
external adjustment, etc., if you do one without the other. I think Jamaica, 
at least in that period, the early 1980s, provides an example of at least some 
progress on the micro economic side, trade liberalization, encouragement of 
investment, without much on the macro economic side. 


It is also interesting to point out that it was an economy that got into 
trouble before the 1982 crisis. In that sense, they still had access to foreign 
borrowing. In fact, there were large inflows of foreign borrowing, and one of 
the kind of most unrestrictive IMF standby arrangements in the early 1980s 
compared to a number of the other programs that we see more frequently. It 
called in the short run for current account deficits to increase as imports were 
expanded to kind of retool industries and to reduce various gaps, etc. So, we 
have a period in which there were large inflows, a lot of financing to try to 
help do adjustment. In fact, the macro adjustment wasn’t undertaken at all. 


Having also looked extensively at the Korean episode, the contrasts are 
really very strong, especially in that period, where Korea also had their 
adjustment eased by availability of foreign financing which allowed them to kind 
of adjust quickly. Of course, the Korean example is adjusting from just a one 
year decline and not an eight year period of a kind of structural, reduction in 


capital stocks and massive emigration, etc. But -it"'really :is “a strik 
different story there. y strikingly 


The paper argues that you can’t overestimate the importance of the micro 
economic incentives for helping to explain the growth revival in those early 
years. I would argue that you shouldn't underestimate the role,..of the mass of 
capital inflows in trying to explain those. I would actually suggest that 


perhaps the micro economic policies that were undertaken had less to do with the 
rebound in growth in the early 1980s than those massive capital inflows that came 
from a variety of different sources. 


So in my view that period is one which is clearly not sustainable, 
certainly as the access to international credit markets dried up after 1982, 
something was going to have to happen. But it also left Jamaica even more 
vulnerable to international markets than it had been, going into that time 
period. 


The second period then is one in which the Seaga administration was forced 
to do more adjustments in particular on the macro side. Up until then, their 
fiscal adjustments had been very small. There had been little devaluation, 
little exchange rate movements. And post-83, that was a year in which there was 
a runup in arrears, and that was how the balances were settled. But following 
1983, there was a major austerity program undertaken. There the politics is also 
quite interesting. That was undertaken after a change in--reelection of the 
Seaga administration, which was not contested. So, the political support for 
doing a lot more was quite a bit stronger. 


So what did we have? Well, you have already heard that there was an 
initial period in which there was quite a sharp contraction and then the effects 
of devaluation, etc., started to kick in 1986-87, and some revival in growth. 


That leads to the recent period, which is striking. We have an economy 
that has done a lot of the hard work. After having years of real growth 
deterioration, and especially in a circumstance where there is such extreme 
inequality of income, a lot of that real growth decline affected the poorer 
classes. 


The problem is that the 1988 hurricane was really, in a sense, a slap in 
the face to all of these adjustment efforts because it slowed real growth, 
leading to per capita income declines. And one of the real issues, I think, in 
recovering from that period, where we have seen an economy that has really done, 
as I have said already, a lot of the hard work both on the macro economic side 
and on the micro economic side. There clearly are many other things that are 
left to be done. But I think that the kind of political issues of how much 
further belt tightening one can really undertake is really an open question. 


The new government, Manley, is now back in power, in part because further 
hard work in the 1980s, I think, eroded support for Seaga beyond the level which 
could allow him to get reelected. But that leaves a couple of issues. 


The first one is the Jamaican experience starkly points to how you can’t 
ignore the kind of macro economic constraints. The second, a related issue, is 
it raises really difficult questions that I can’t answer here. I don’t know the 
answers to them. Within the constraints that are raised by sensible, consistent 
macro economic policy, how do you address the political constraints, especially 
in a country like Jamaica, which has done so much hard work? Unless there are 
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some benefits that come along quickly, it is, I think, very difficult to see 
how easily the momentum for sustaining those difficult policies can be sustained. 


THE MEXICAN ECONOMY IN THE EIGHTIES: AN OVERVIEW 


Nora Lustig 


With commentary by V. Fitzgerald 
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The 1980s was a period of sharp contrasts for Mexico. Still enjoying the 
benefits of the short-lived four-year oil boom,1/ Mexico grew at an average rate 
of 8 percent a year in 1980 and 1981. Since the economic crisis began in 1982, 
however, the economy has not grown at all, and it is unclear whether this can 
change soon. The events of the past few years indicate that fundamental changes 
in both the domestic and world economies must occur for growth to resume and 
living standards to improve. 


Outsiders may wonder why the massive oil discoveries in the 1970s did 
not translate into sustained growth but instead were the prelude to Mexico's 
worst crisis since the Great Depression. They may also wonder why the economy 
has not yet reestablished growth despite the adjustment efforts that Mexico has 
made since 1982. Ina recent article, Dornbusch stated that "... the 1982 crisis 
was ‘made in Mexico.’ By contrast, much of Mexico's difficulty adjusting after 
1982 was caused by an unfavorable external environment and the vulnerability 
imposed by a large debt."2/ This is an accurate description of economic events 
in Mexico during 1982-88. 


BACKGROUND ON MEXICO'S ECONOMIC PERFORMANCE: THE POSTWAR PERIOD 





Between 1945 and 1970, Mexico underwent the process of becoming an 
industrial country. Industry developed, and its agricultural and service sectors 
were modernized. During this period, Mexico’s per capita growth was 3 to 4 
percent. In the "golden years" of what has been called the stabilizing 
development period,3/ inflation hovered around 5 percent per year, a low figure 
compared with other countries in the region. 


Despite this high growth, and the structural transformation and 
modernization of certain sectors, by the mid-1970s, the benefits of economic 
development still had not improved life for most Mexicans.4/ Unequal income and 
distribution of wealth remained in the 1970s what it had been in the 1950s.5/ 
Although government spending on education and health services helped improve the 
living standards of the poor, particularly the urban poor, this spending could 





The oil boom lasted from 1978 to 1981. 
Dornbusch (1988), p. 246. 


. The "stabilizing development" period lasted approximately from the mid- | 
1950s to the late 1960s. 


See COPLAMAR (1982). 
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The Gini coefficient, for example, was close to 0.5 from the 1950s to the 
1970s. 
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not keep pace with the population growth. Many basic needs therefore remained 
unfulfilled at the end of the 1970s.6/ 


Growth in the 1950s and 1960s took place under the protection of trade 
barriers and with strong state participation, both directly and through 
regulatory mechanisms. Industrialization to replace imports helped create an 
economic dynamism which seemed limitless. At some point in the process, however, 
the rents generated by the protectionist policies failed to increase production 
and instead became a shelter against more efficient foreign competitors. As a 
result, productivity began to decline at the end of the 1960s. 


Protectionism need not be a mistake.7/ The Mexican government, 
however, made two vital policy errors. First, firms were not required to meet 
performance criteria in exchange for the benefits of protected markets, and 
owners were allowed to think of the rents from these markets as a permanent 
bonus. Second, the agricultural sector, to compensate for the cost of industrial 
protection, was heavily taxed. 


The state responded to the economic decline by direct intervention and 
higher spending, hoping to break through bottlenecks and improve living 
standards. The resulting policy mix, however, exacerbated the fragility of 
public finances. The inward-oriented development process, combined with a 
disregard for efficiency, fueled a disequilibrium in the balance of trade. The 
expansionary policy and consequent exchange rate appreciation in the early 1970s 
further aggravated the situation.8/ 


At its peak in 1976, however, the balance of payments problem went 
beyond trade. Luis Echeverria’s expansionary policies, together with his 
"leftist" rhetoric,9/ alienated an already antagonized private capital sector. 
Investors resorted to capital flight to protect their wealth against possible 
currency devaluation, and also as a political weapon. They confronted Echeverria 
over what they saw as excessive interventionist behavior. And they opposed 
fiscal reform that would have increased their property taxes. 


Although internal policies clearly contributed to macroeconomic 
imbalances, all the blame does not rest with policy mismanagement. External 
shocks, especially those from the world recession after oil prices rose in 1973, 


6/ For a summary of Mexico's income distribution and satisfaction of basic 
needs, see, for example, Altimir (1982), Garcia-Rocha (1986), and Lustig 
(1988). 

if, In fact, the Japanese experience is an example of how protectionism can 


foster sustained growth of output and productivity over time. 


8/ For the relationship of internal versus external shocks to the current 
account deficit within the 1973-76 period, see Zedillo (1986), pp. 964-70. 
9/ Luis Echeverria was president of Mexico between 1971 ahd 1976, 
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also had a strong impact.10/ Faced with the negative effects of slower external 
growth, the government tried to implement a risky policy mix: a rising fiscal 
deficit along with increased foreign loans to finance it. 


As a ratio of gross domestic product (GDP), the overall financial 
deficit of the public sector rose from 2.5 percent in 1971 to 10 percent in 
1975.11/ The foreign public debt also rose during this period, from US$6.7 
billion to US$15.7 billion. The debt rose sharply again in 1976, primarily due 
to capital flight. By the end of that year, the stock of public sector foreign 
debt was almost US$21 billion. 


The situation became unsustainable. In 1976, the government ran out 
of reserves and the peso was devalued after 22 years at a fixed, freely 
convertible exchange rate.12/ The economy was in crisis. 


Mexico was experiencing a process that has been repeated throughout 
Latin America since the Second World War. A wealthy private sector had emerged 
with the help of the state. But the state did not impose efficiency criteria 
on its own structure or on those enjoying its subsidies. This process eroded 
the state’s economic base and its legitimacy and strength. It also undermined 
the state’s ability to impose new (or even old) taxes on those who controlled 
private sector capital. 


Mexico was rescued from this crisis by the discovery of oil, and after 
1976, economic policy changed dramatically. Rather than adjusting to scarcity, 
the new challenge was to "administer the abundance."13/ Analysts believed that 
Mexico would be able to grow quickly beginning in 1978 with no external 
constraints .14/ 


Unfortunately, though, the country’s vulnerability to external shocks 
increased during the oil boom. Rising interest rates abroad increased the burden 
of debt servicing, and falling international oil prices led to the crisis of 
1982. 


10/ Zedillo estimates that external factors contributed two thirds to the 
balance of payments disequilibrium in 1975. This was twice as high as the 
impact of domestic policy action (see Zedillo, op. cit., Table 1, p. 965). 


11 / See Zedillo, op. cit., table 4, p. 968. The financial deficit is not 
corrected for the effect of inflation on revenues and outlays. 

12/ After some initial fluctuation, the devaluation was close to 100 percent. 

13/ This phrase is typical of Lopez Portillo, president of Mexico between 1977 
and 1982. 

14/ ~=—Proven reserves rose from 6 billion barrels in 1975 to 40 billion in 1978. 


By 1982, proven reserves were slightly over 70 billion. (See Garcia and 
Serra-Puche (1984), Table 13. 
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Successive Mexican governments have wanted to make Mexico less 
economically dependent. Many leaders believed that this required an integrated 
domestic economy, one that could create goods for all the stages of the 
production chain: consumer, intermediate, and capital. This required an inward 
development strategy with little foreign capital, and strong direct and indirect 
state participation. 


Ironically, this has increased dependency and jeopardized long-term 
growth, and it has hurt the state’s ability to help develop social programs and 
the infrastructure. 


This poorly managed state intervention has increased the foreign debt, 
the servicing of which undermines business confidence and inhibits growth and 
stability. In fact, the search for economic independence through ill-conceived 
state participation has made it more difficult for Mexico to exercise autonomy 
and self-determination, in both economic and foreign policy, than it was before. 


THE OIL BOOM AND THE ONSET OF THE CRISIS: 1978-1982 


Shortly after Lopez Portillo became President in December 1976, he 
decided to exploit Mexico’s vast oil reserves to foster growth. As a tradeable 
good under the control of PEMEX, the state-run oil company, oil was expected to 
eliminate both external and fiscal constraints very quickly. In 1978, 
consequently, both the public and private sectors went on an investment spree.15/ 
This spending increased as oil prices rose in 1979. 


This "public expenditure-led growth"16/ during the four years of the 
oil boom led to impressive results in aggregate output, investment, and 
employment. For example, GDP grew at an average of 8 percent a year, and total 
investment increased more than 15 percent a year. Real minimum wages rose only 
slightly, but employment expanded rapidly. 


Behind this optimistic picture, however, some disquieting processes 
were occurring. As the price of oil continued to rise, so did the size of the 
cumulative imbalances; these imbalances became more acute the first two to two 
and a half years of the boom. Mexican policymakers believed that oil: prices 
would remain at high levels, and so in the second half of 1980 and the beginning 
of 1981, they further accelerated spending based on mistaken forecasts of some 
crucial variables. For instance, the international price of oil was expected 
to increase while external interest rates were expected to fall. In both cases, 
the opposite occurred. 





15/ The average price of crude oil was US$13 a barrel from early 1977 to early 


neces US$22 a barrel by mid-1979, and more than US$30 a barrel by February 


Naw 
y 


16/ See Zedillo, op, cit. 
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_ As public spending increased during this period, public revenues lagged 
behind despite the oil money. From 1978 to 1980, the deficit remained at 7 
percent of GDP. This relatively high level could have been corrected, but was 
not, by changing part of the subsidies scheme.17/ By 1981, public sector 
borrowing was 14.1 percent of GDP (see Table 1). 


The deficit was partly financed by borrowing from foreign commercial 
banks. From 1978 to 1980, the average net flow of aggregate public debt was 
US$3.3 billion, which was reasonable given Mexico’s prospects as a major oil 
exporter. Foreign lenders also competed with each other to lend money to 
Mexico's public and private sectors. 


Between 1978 and 1980, Mexico’s public foreign debt increased from 
US$26.4 billion to US$33.9 billion, and the private foreign debt went from US$5.2 
billion to US$17.5 billion. The ratio of total external debt to GDP, however, 
declined from 35.8 percent in 1977 to 31.3 percent in 1980.18/ Analysts agree 
that the size of the foreign debt up to the end of 1980 was not unmanageable. 
The problem was the upward tendency of the debt, which was fueled by expansionary 
government policies. 


These policies exacerbated the problems of a. boom based on natural 
resources. A well-known effect of a positive, large external shock is that 
increased absorptionl9/ generates inflation pressures in the nontradeable sector, 
and a consequent appreciation in the exchange rate.20/ In addition to the 
dollars from oil exports, foreign borrowing allowed for further absorption. This 
increased internal inflation and further worsened trade performance. 


High rates of absorption and an overvalued exchange rate hurt non-oil 
exports, and stimulated import desubstitution, because production and investment 
were geared to satisfying the internal market. The trade balance went from 
US$-0.5 billion in 1978 to US$-2.1 billion in 1980, then to US$-5.3 billion in 
1981. Due to the interest that had to be paid on an increasing stock of debt 
that year, the account deficit rose to US$12.5 billion. 


17/__—=siFor example, by charging more for domestic gasoline. 

18/ These figures on private and public foreign debt come from Zedillo op. cit. 
p. 972. 

19/ That is, total aggregate demand whether satisfied by domestic or imported 
goods. 

20/ According to various estimates, the exchange rate appreciation was 25 


percent by 1981. 


« 20% = 


As a result of the poor performance of the non-oil trade balance, the 
external account became more dependent on oil exports,21/ and therefore more 
sensitive to fluctuations in oil prices. An increasing foreign debt, on the 
other hand, meant that a larger sum had to be devoted to servicing the debt, a 
process exacerbated by rising interest rates. 


Under these circumstances, capital flight accelerated sharply when the 
price of oil began to drop in mid-1981,22/ and an appropriate shift in policy 
did not follow. For a few months, the government sustained the value of the peso 
by continuing to borrow abroad. This aggravated the already precarious, external 
condition, since capital flight had to be financed with short-term debt from 
abroad. Eventually this process became unsustainable; by mid-February 1982, the 
Bank of Mexico withdrew from the exchange market. The exchange rate went from 
28 pesos to the dollar to 45 pesos to the dollar almost overnight. 


The policies that the government implemented have been called 
"disorderly" ;23/ they did not follow a consistent pattern for restoring financial 
stability and adjusting to the new adverse external conditions. With the 
strained relationship between government and the private sector, businessmen 
would no longer work with the government in the "alliance for production." And 
within the government, advisors to Lopez Portillo could not agree about what 
should be done. In the meantime, capital flight continued, so that by August 
1982 the government had to freeze dollar-denominated accounts and declare a 
moratorium on its foreign debt. On September 1, 1982, three months before the 
new government took office, Mexico nationalized its banking system, which further 
exacerbated the distrust and resentment of the private sector. ; 


The debt crisis began in August 1982, when Mexico declared it could not 
meet payments on its foreign debt. The days of a bullish lender’s market ended, 
not only for Mexico but for other Third World debtors as well. Borrowing became 
difficult. Mexico’s involuntary moratorium was initially considered a cash flow 
problem, and creditor banks, under pressure from their governments, agreed to 
continue lending to the country and to reschedule payments. By 1988, however, 
even the most dedicated advocates of the initial debt strategy believed that 
Mexico was suffering from a serious debt overhang. They thought that unless 
the debt service were reduced (i.e., the net resource transfer diminished), 
business confidence and growth could never be restored despite price stability 
and radical reforms in the regulatory framework. 


Oil exports reached 72 percent of total goods and services exports in 1981. 


21/ 
22/ The initial decline seems very small compared with subsequent events, 
especially the sharp fall in oil prices in 1986. The difference is that 


in 1986, the economy was so cooled down that a complete turnaround was not 
required, as it was in 1981. 


23/ See Zedillo, op. cit. 
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Most analysts concur that the Mexican crisis was caused by internal 
policies.24/ All agree that the expansionary policies of the public sector had 
a negative effect on inflation and the balance of payments. Although they think 
the policies should have been less expansionary, they disagree about which 
policies should have been followed. Some analysts would have preferred aggregate 
fiscal and relative price adjustments to curb inflation and keep the trade 
balance in check; others would have preferred more selective policies. 


The disagreement between these two schools of thought was evident 
throughout the Lopez Portillo sexenio. Initially, the debate concerned trade 
policy with some wanting to eliminate quantity restrictions and have freer trade, 
and others opposing it. The analysts also could not agree on expansionary 
policies, or on how to tackle the balance of trade disequilibrium. One group 
urged fiscal moderation and exchange rate depreciation; the other insisted on 
quantitative controls. Their differences were rooted in a fundamental 
disagreement over the role the state should play vis-a-vis market forces in 
economic life. 


These differences were so fundamental that, as the price of oil started 
to slide in mid-1981, the situation required prompt action. If the government 
had followed a more prudent fiscal and exchange rate policy in 1980 and early 
1981, the negative effects of the external shocks would have been milder. But 
the government’s inaction after the decline in oil prices was in itself very 
damaging. The economy became mired in the worst of situations: free 
convertibility of currency with an overvalued exchange rate and a growing fiscal 
deficit due in part to inertia. During 1981, capital flight became rampant.25/ 


A final point is that, despite the consensus that the 1982 crisis was 
"made in Mexico," some counterfactual exercises show that any fiscal adjustment 
would have been costly to Mexico in terms of inflation, a negative effect on 
growth of output.26/ 


On the other hand, much of the spending euphoria during the oil boom 
was directed toward investment rather than toward the conspicuous consumption 
or military build-up that occurred in other countries during the same period, 
when foreign lending was inexpensive. But a large proportion of the investment 
went either to nontradeables, to sectors like oil which later underwent drastic 
price changes, or to projects that had long maturation periods. Although some 





24/ See for example, Alberro and Cambiazo (1986), Barker and Brailovsky (1983), 
Bazdresch (1983), Cordoba (1986), Dornbusch (1988), Garcia and Serra 
(1984), Ize and Ortiz (1985), Ize (1988), Ros (1986), Taylor (1985), and 
Zedillo op. cit. 


25/ Dornbusch (1988, op. cit.) estimates that capital flight was between U$17.3 
and US$23.4 billion from 1980 to 1982 (see Table 6). 


See Cordoba, op cit., Tables 1 and 2, for the results of a simulation 
model used by the Ministry of Budget and Programming. 
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sectors, such as automobiles and auto parts, increased their capacity to generate 
net exports, the macroeconomic capacity to simultaneously generate a trade 
surplus to service debt and expand domestic output was not created.27/ 


STABILIZATION, ADJUSTMENT, AND STRUCTURAL CHANGE; 1982 TO THE PRESENT 





When the De la Madrid administration took office in December 1982, it 
announced a stabilization program to cope with the short-run crisis, and a 
medium-run strategy for structural change. De la Madrid associated the crisis 
with the macroeconomic imbalances that had been fueled by the deficit and 
aggravated by adverse external shocks. Some of his policymakers also thought 
it derived from the past protectionism and state intervention in the economy. 


The high inflation, exchange rate instability, and severe imbalance of 
payments that characterized the crisis were to be counteracted in the short run 
by an orthodox program to restore price and exchange rate stability and balance 
of payments equilibrium. De la Madrid's economic team believed that price and 
financial stability would be restored through a drastic permanent cut in the 
government deficit, and that an undervalued exchange rate would curtail 
speculation.28/ They thought that both policy measures would help generate the 
needed surplus in the trade account. For these measures to be effective, 
however, real wages had to be reduced or a true devaluation would not be 
possible. 


In contrast to what happened during the Lopez Portillo administration, 
De la Madrid’s policymakers agreed on goals, and on the means of achieving short- 
run stabilization and medium-run structural changes. In the short run, price 
and exchange rate stability needed to be reestablished. The medium-run goals 
were to increase the competitiveness of the Mexican economy, define new terms 
by which to finance development (reiying more on internal than on external 
savings), and deregulate and decentralize economic life. 


The medium-run development strategy addressed structural problems 
associated with Mexico’s inefficient production structure and overextended 
condition. The strategy was to redefine Mexico's position in the international 
division of labor. The country was to develop an outward-oriented economy with 
a more limited state role. These goals were to be achieved through trade 


liberalization, general deregulation, and by restructuring public enterprises, 
some of which would be privatized. 





27/ It is possible that, given the characteristics of the investments made 
during the oil boom, the incremental capital output ratio rose, thereby 
requiring more savings per additional unit of output than before. 


28/ Inaddition, an expensive dollar could allow for negative domestic interest 
rates and, therefore, ameliorate the impact of servicing the internal debt 


ee fearing capital flight. This actually did happen; especially in 
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De la Madrid clearly stated his willingness to negotiate the payments 
on Mexico's US$60 billion public foreign debt. He ruled out unilateral default 
or the formulation of a "debtor's club" with other Latin American countries. 
Debt servicing was going to require a shift from a trade deficit to a surplus 
to meet interest payments. It implied a structural change in how investments 
were financed. Domestic savings were going to have to replace foreign savings, 
and would effectively become the ceiling to the amount of possible investment. 


Despite reforms that complied with strict macroeconomic rules, and 
despite success in recovering the political confidence of the capitalist sector, 
the economy has not returned to a path that can combine even moderate growth with 
price stability. Servicing the foreign debt under adverse external conditions, 
especially trade conditions, is a fundamental obstacle. Maintaining financial 
stability under such external conditions also has been difficult. Capital flight 
has begun again, at the least hint of trouble.29/ Consequently, the government 
has reverted to using contractionary policies to offset financial instability. 
This has produced the trade surpluses to meet external obligations but has hurt 
business confidence and hindered economic growth. 


Stabilization Results 


The first stabilization program, implemented in late 1982, was followed 
by several others.30/ The first one, and another in mid-1985, included orthodox 
programs to reduce the government deficit and to devalue the currency.3l1/ In 
other programs, between early 1984 and early 1985, and again in 1987, the 
government tried to fight inflation with more gradual policies, such as setting 
key prices (public prices, the exchange rate, and the minimum wage). In November 
1987, speculation against the peso was stopped by a stepwise devaluation; this 
brought back high inflation. Then a heterodox program was adopted on March 1, 
1988. 





29/ Capital flight between 1976 and 1987 was US$60 billion, US$35 billion of 
which corresponded to outflows between 1983 and 1987 (see Dornbusch 1989). 


30/ Several authors have written on the characteristics and implementation of 
the stabilization programs of 1983-86. See, for example, Alberro and 
Cambiazo, op, cit.; Dornbusch, op. cit,; Cordoba, op. cit.; Lustig and Ros, 
op, cit,; Zedillo, op, cit, . 


31/ The first program, in 1982, reduced the public sector borrowing requirement 
as a percentage of GDP by half. The second one did not. In fact, the ratio 
was substantially higher in 1986 than in 1985 due to the impact that 
declining oil prices had on government revenues. When the government's 
operational deficit is corrected for inflation, the resulting ratio of 
revenues to GDP is even lower in 1986 than it was in 1983 (see Banco de 


Mexico, Informe Anual, 1988). 
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The implementation of these combined stabilization and adjustment 
policies contained inflation spurts and kept the balance of payments crisis in 
check. At the same time, however, the policies caused the economy to stagnate. 
Investment contracted, and wages fell (see Table 2). 


The worst years of the crisis were 1983, when output contracted by 4.2 
percent and wages by 26.5 percent; and 1986, when output decreased by 3.7 percent 
and wages by 9.9 percent32/ (see Tables 1 and 2). In both these years, sharp 
deflationary policies followed one or more years of domestic imbalances, 
financial instability, and adverse external conditions. In 1986, the economy 
also had to adjust to a decline in the international price of oil. 


The most recent stabilization program, which began in March 1987, 
combined fiscal restraint and trade liberalization with a concerted incomes 
policy.33/ The program brought inflation down from 159.2 percent a year in 
December 1987 to 20 percent a year since the last quarter of 1988. Output, 
however, has grown only 1.1 percent in 1988, and wages have continued to 
decline .34/ 


This stabilization program, called the Economic Solidarity Pact, was 
more successful than the 1983 program in reducing inflation and in raising output 
and wages. The Pact was launched when foreign reserves were US$13 billion and 
increasing. These reserves were the basis for maintaining a fixed nominal 
exchange rate as import tariffs were reduced, and while demand and output were 
expanding. 


A year later, in March 1989, foreign reserves were US$6 billion. That 
is, the cost of the stabilization program has been US$10 billion. If the 
downward trend in inflation can be sustained, this loss of reserves will have 
been a good investment; but if price instability reappears, analysts may conclude 
that the reserves should have been used differently. The verdict will depend 
upon the current debt negotiations. If they succeed, growth with price stability 
will probably resume; if they do not, the effort and sacrifice of the Economic 
Solidarity Pact may go unrewarded. 


32/ The wage figures correspond to the National Accounts definition of average 
wages. 
33/ The "concerted" incomes policy refers to the agreement among government, 


labor, and private sector capitalists on, respectively, exchange rates and 
public prices, minimum wages, and prices in general. 


34/ The decline in the minimum wage has been close to 13 percent. A similar 
reduction has been estimated for construction workers in the public sector. 
In the manufacturing sector, the indicator of wages, salaries and fringe 
benefits contracted 0.1 percent during the first nine«months of 1988 
compared to the same period in 1987. - 
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Another result of the current stabilization program has been a high 
domestic interest rate,35/ caused by tight monetary policy and an uncertain 
exchange rate. Again, the debt negotiations will determine the exchange rate 
and the flexibility of public finances in relation to net resource transfer. 
One would expect the negotiations to help reduce the domestic interest rates. 


The short-run programs have kept the destabilizing processes in check. 
Nevertheless, financial stability is still fragile, and the impact on the real 
economy so far has been negative in the aggregate. Total output has remained 
stagnant, public and private investment have contracted throughout most of the 
period,36/ social expenditures and real wages have fallen, and equitable income 
distribution has worsened. 


Although essential to financial confidence, the cooled-down economy has 
had a negative effect on private investment (see Table 1). Traditional 
investment opportunities have not been replaced by a booming export sector. This 
is due to uncertainty about the exchange rate and the availability of foreign 
financing, and to the fact that such a shift requires new skills, expertise, and 
networks, all of which take time to consolidate. The decline in investment which 
occurred during this period will probably result in additional medium-run costs 
in growth. 


Real Wages, Unemployment, and Income Distribution 


The economic crisis has caused a contraction of minimum and average 
wages of close to 50 percent for 1983-88 (see Table 2).37/ For workers in the 
modern sector, this decline was offset by a rise in fringe benefits, as the 
relevant indicators show. 


Open unemployment has not increased as much as some analysts expected 
(see Table 2). One reason was that the decline in wages enabled firms to keep 
wage costs in check while demand declined and enabled the government to reduce 
expenditures without resorting to massive layoffs. Another reason was that 
unemployed wagé earners who had no unemployment benefits began to work in the 
informal sector at whatever jobs and wages were available. Underemployment has 
increased, but income from informal employment has helped compensate for the wage 
loss within household units. 


Net food producers and subsistence peasants have been better able to 
insulate themselves from the impact of the crisis than have landless peasants 





35/ The compounded real domestic interest rate reached 40 percent a year (!) 
by the second quarter of 1989. 


36/ In 1988, however, private investment was positive, perhaps indicating a new 
trend. 


37/ For a more detailed discussion of the impact of the crisis on living 
standards, see, for example, Lustig, op. cit., and Samaniego (1986). 
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and urban wage earners. Agriculture has performed better than the overall 
economy.38/ Terms of trade for agriculture may have improved due to alignment 
of internal with international prices and the effect of devaluation on the price 
of the tradeable commodities. 


Government expenditures on social development39/ have been sharply 
reduced under the stabilization program. Physical resources for providing 
services have not been reduced, however.40/ The reduction in spending reflects 
the contraction of wages and of public investment in the social development 
sector. Both may have a long-term impact on social services that is difficult 
to estimate. 


The economic crisis and subsequent adjustment caused income to shift 
from within the country to the external sector, from wage-earners to nonearners 
(see Table 2), and from nonsavers to savers. The effect on income distribution 
cannot be assessed at this point because a large proportion of the poor in Mexico 
are not wage-earners, and nonwage income cannot be analyzed by income category. 


Economic Reform and Structural Change 


The new strategy under the Economic Solidarity Pact required 
fundamental changes in the state apparatus and in the state’s relationship with 
the private capitalist sector. The consensus within the De la Madrid41/ 
government was that public-expenditure-led growth could not continue, that the 
state had tolerated inefficiency within its own structure and had protected 
inefficiency among some private investors, and that regulatory mechanisms had 
become an obstacle to efficiency rather than an instrument of positive state 
intervention. 42/ 





38/ From 1982 to 1988, overall growth was 0.02 percent while that of 
agriculture was 3.6 percent (see Table 1). 

39/ That is, education, health services, and social security. 

40/ Hospital beds and doctors per patient, the ratio of students to teachers, 
etc. 

41/ The consensus has remained unchanged under the new administration of Carlos 
Salinas de Gortari. 

42/ Although traditionally the antistatist position has been identified with. 


the ultraliberal "right wing" position a la Hayek or Nozic, at present 
there has been a new current emerging from the social democratic "Letr.™ 
which also proposes the reduction of state participation and regulation 
as part of a necessary development strategy. Among Mexican decisionmakers 
both "ideological" positions coexist and effectively agree on policy 


decisions given the current consensus of both camps with respect to the 
role of the state. . 
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On the other hand, the government had to regain the private sector 
after it nationalized the banking system. In economic terms, this would come 
with the right mix of policies. Politically, the new government needed to 
convince the private sector that it would not redistribute assets through 
expropriation. 


Between 1982 and 1988, the most visible change in the public sector's 
role was the reduction of the government's primary deficit43/ as a proportion 
of GDP. The latter was 7.3 percent in 1982. After 1983, the primary accounts 
showed a surplus that peaked in 1988 at 7.4 percent, an adjustment of 14 
percent .44/ 


The structural allocation of programmable expenditures ,45/ however, has 
remained the same. The most prominent change within each sector is the decline 
in public investment in relation to current expenditures. 


The government has succeeded in reducing programmable expenditures in 
the aggregate, but has not achieved a structural reallocation of those 
expenditures. If foreign debt negotiations result in reduced interest payments, 
a smooth reallocation from current to investment outlays and to priority sectors 
may be possible.46/ This is an example of how short-run constraints affect 
structural changes if reallocation costs are considered. 


Between 1982 and 1988, the government also improved tax collection and 
broadened its tax base. It also began to privatize and restructure public 
enterprises. 


A fundamental component of the new development strategy was its outward 
orientation. This came about with the government's effort to maintain an 


43/ The primary deficit does not include interest payments on internal and 
external debt. 


44/ The high ratio of financial deficit to GDP (see Table 1) is the result of 
adding interest payments, including their inflationary component, to the 
primary deficit. In fact, the overall operational deficit, corrected for 
inflation, was 0.88 percent in 1988 (Banco de Mexico, Informe Anual, 1989, 
p. 268). The financial deficit for the same year was 12.8 percent. 

45/ That is, those which do not include interest payments. 

46/ An arrangement with the external commercial banks would not only reduce 


interest payments on the external debt, but would help bring down domestic 
real interest rates once the uncertainty created by the debt is eliminated. 
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attractive exchange rate and liberalize trade,47/ and with its decision in 1986 
to join GATT. At the same time, the government simplified bureaucratic 
procedures pertaining to imports and exports. Export promotion policies, 
including the requirement of net export performance in exchange for domestic 
protection (as with automobiles and auto parts), were also implemented. 


Between 1983 and 1988, manufacturing and other non-oil exports grew by 
20 percent a year, and manufactured exports alone grew even faster. Although 
one is tempted to associate this growth with the policies mentioned above, it 
resulted more from the contraction of internal demand. Though the reforms may 
be essential to an outward-oriented strategy, the proof of this will come over 
the longer term. As in the case of the exchange rates, short-run needs imposed 
by stabilization may again run counter to the overall strategy.48/ 


An export-led strategy requires that a widespread positive feedback 
take place between exports and investment. This has not happened in Mexico. 
The virtuous spiral of exports, investment, productivity, and growth has not been 
established. The need to stabilize the economy under current external 
constraints may be the major obstacle to achieving this goal, because the balance 
of payments cannot sustain the initial required expansion of investment and 
growth. 


EPILOGUE 


The experience of Mexico between 1982 and 1988 clearly showed that it 
could not simultaneously establish price stability, restore growth, and meet 
foreign obligations. Whenever the economy began to expand even moderately, 
compared with historical averages, the country faced a balance of payments crisis 
and a resumption of inflation and other destabilizing processes.49/ This 
situation could not be sustained. Growth had to be resumed and, to achieve this 
goal, net resource transfers abroad reduced. 


The combination of a reluctant external financial market, high world 
interest rates, and domestic capital flight have produced a change in the net 


47/ Quantitative restrictions on imports were reduced in mid-1985. In 1988, 
tariffs were reduced, and so was tariff dispersion. The maximum tariff 
was set at 20 percent. 


48/ Export promotion requires an undervalued and stable exchange rate, whereas 
stabilization requires that the exchange rate appreciate. Appreciation 
is the unavoidable outcome of fixing the exchange rate in nominal terms 
while there is still inflation. A stabilization program cannot work if 
the exchange rate is not temporarily fixed in nominal terms. 


49/ The external environment did not help, since the ‘terms of trade 
deteriorated sharply during the entire period (see Table 1) 
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resource transfer abroad. It went from being a large inflow to a net outflow 
averaging 6 percent a year between 1983 and 1988 (see Table 1). 


Net resource outflows could be reduced through two paths: reducing 
debt service to commercial banks under the Brady Plan and increasing capital 
inflow in the form of direct investment and repatriation. In addition, 


multilateral official support, especially from the World Bank, would provide a 
sizable amount of "new money" for 1989-91. 


The results of the debt agreement imply a net cash-flow relief of about 
US$1 billion a year (or 10 percent on total interest payments) for the first five 
periods counted since the agreement in principle was reached in July 1989. 
Multilateral net lending will be about US$1 billion for 1989-91. An average 
growth rate of 4 percent for 1989-94 will require an additional net inflow of 


about US$4 billion a year, assuming that exports continue to be strong and that 
imports level off. 


It is difficult to predict the trend in foreign direct investment and 
capital repatriation. The Mexican government has been taking a series of 
decisions to increase the attractiveness of Mexico. Prominent among them are 
reforms in trade policy and foreign investment regulations. Two recently 
proposed steps are directed particularly to this end: the reprivatization of 
banking and a free trade agreement with the United States.50/ The hope is that 
private investors, Mexican and foreign, will react positively to the present 
conditions. The economy's performance during 1989 gives some credibility to this 
hope. If private investors fail to sustain and expand this response, however, 
Mexico’s adjustment efforts and accomplishments will continue unrewarded. 





50/ In April and June 1990, respectively. 
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COMMENTARY BY DR. E.V.K, FITZGERALD 


In this useful survey of the vicissitudes of Mexican macroeconomic 
management during the 1980s, Dr. Nora Lustig makes a number of important points. 
She shows that the consequences of the 1978-82 oil boom go well beyond the debt 
overhang itself. They include the sidetracking of a macroeconomic adjustment 
process already under way by the mid-seventies, the halting of export 
diversification by an overvalued exchange rate, and the business dislocation 
caused by bank nationalization and debt moratorium. She argues that 
stabilization policies since 1982 have involved not only government expenditure 
cuts but also reserve management and labor negotiation. However, despite the 
conversion of the excessive 1982 primary budget deficit into a surplus by 1988, 
which sharply reduced inflation, this effort did not lead to adjustment because 
increased profitability restored neither private investment nor export growth. 
Finally, she suggests that the expected social consequences of the halving of 
real wages and the growth of underemployment may have been mitigated by labor 
retention in large firms and relatively high output growth in agriculture. 
Nonetheless, some aspects of this perceptive analysis do require further 
discussion--particularly the treatment of the fiscal crisis, private sector 
response to macropolicy and the linkage between the Mexican and U.S. economies. 


Tax pressure in Mexico remains extremely low by international 
standards: non-oil tax revenues are only 10 percent of GDP and with income from 
Pemex total revenues reach only 18 percent, compared to an average of nearly 25 
percent in middle-income LDCs. The causes are to be found in the tax base, which 
essentially excludes large parts of the economy--such as most public enterprise, 
agriculture, the informal sector, flight capital, interest income and export 
industry--and still largely relies on a narrow range of "excisable" products. 
Despite the very low level of welfare provision and defense expenditure (and 
leaving aside the issue of state enterprise efficiency) the Mexican fiscal system 
is still based on unrequited transfers from the financial system. 


Even in the "golden age" of desarrollo estabilizador bank reserve 
requirements were a major source of public finance. However, before the oil 
boom this transfer institutionally negotiated and could have been complemented 
by oil revenues had they been stable and public investment been kept under 
control in the 1980s. Instead, the public sector borrowing requirement not only 
increased but fluctuated wildly during the 1980s, leading to major financial 
imbalances in the private sector. If we compare 1980 and 1982 with 1988 (using 
the data in Table 1 of the paper), we find that the budgetary turnaround is still 
reflected as a public sector financial deficit of 12 percent of GDP in 1988 
compared to 17 percent in 1982 and 8 percent in 1980. Meanwhile, the external 
account (which the Bank terms the "resource balance") had moved in the opposite 
direction, from -4 percent of GDP in 1980 to +4 percent in 1982 and -2 percent 
in 1988. National accounting rules mean that the combination of these external 
and fiscal shocks was accompanied by a drastic shifts in the private sector 


investment-savings surplus from 4 percent of GDP in 1980 to 21 percent in 1982 
and back to 10 percent in 1988. 
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(e.g. those of the Bank of Mexico) before the oil boom was that domestic savings 
were limited, so that fiscal deficits crowded out private investment; 
subsequently a monetarist view has prevailed to the effect that fiscal deficits 
are reflected in the balance of payments while the private sector maintains a 
stable financial balance. However, the evidence suggests that in fact the 
Mexican private sector adjusts actively: between 1980 and 1988 the savings rate 
even rose slightly from 21 percent to 22 percent of GDP, while the private 
investment rate fell from 17 percent to 12 percent. The paper suggests (Table 
2) that these savings are probably due to increased profits derived from the 
falling wage share in national income. A significant use of these funds, despite 
(or perhaps because of) attempts by the Mexican authorities to absorb them, is 
the acquisition of assets abroad. These holdings are minimally estimated at 
US$50 millions in bank deposits alone (as large as total assets in the domestic 
monetary system), and are probably twice this size--a figure comparable to the 
public foreign debt. What is more, the interest and profit income from these 
assets may well exceed US$10 billion a year, equivalent to almost half of 
recorded export income. 


Finally, a crucial factor omitted from the paper is the linkage of 
the Mexican economy to the U.S. market, which takes over three-quarters of 
Mexican exports and provides a similar proportion of imports. Moreover, much 
of the non-oil trade appears to take the form of intra-firm transactions. As 
is well known, Mexican GDP growth is closely correlated with that in the U.S.A. 
through demand transmission; but relative prices in the traded sector of the 
Mexican economy are also largely determined within the U.S.A., or by U.S. trading 
prices with the rest of the world. The drastic decline in the external terms 
of trade (Table 1) and the sharp increase in interest rates on the debt which 
have exacerbated the Mexican crisis can be interpreted as a consequence of the 
adjustment of the U.S. economy itself. Moreover, the flow of funds between the 
two countries are largely autonomous of official financial controls, not least 
because large parts of the Mexican. enterprise sector is now effectively 
"dollarized". 


In sum, these three structural characteristics of the Mexican economy 
limit the scope for an independent monetary policy--whether orthodox or 
heterodox. As Dr. Lustig points out in her conclusions, 


"it is impossible for Mexico to simultaneously establish price 
stability, restore growth, and meet foreign obligations under present 
circumstances. Whenever the economy began to expand ... (it) faced 
a balance of payments crisis and/or the resumption of inflation..." 


She argues that the present government will continue to maintain 
debt service and very high real interest rates in order to improve relations 
with U.S. banks and stabilize money markets, but that the combination of outward 
resource transfer and dear money will prevent the recovery of private investment 
and growth. Wage controls designed to maintain the real exchange rate will lead 
to labor unrest and undermine political support for adjustment. Her paper 
concludes that a necessary condition for recovery is a negotiated reduction of 
the net resource transfer from 4 percent to 2 percent of GDP--although whether 
this is sufficient depends upon private sector response. 


<ueu- 


This conclusion is realistically premised on poor prospects for 
further external borrowing, and is undoubtedly correct in itself. However, 
economic recovery will probably require at least two further changes. On the 
one hand, the resolution of the systemic fiscal deficit is not just a financial 
issue: it is central to the construction of a modern state in Mexico which could 
underwrite the social consensus necessary to restore investor confidence. Only 
the corresponding acceptance of a "normal" tax burden can create a sound basis 
for the domestic finance of essential infrastructure and minimal welfare services 
without destabilizing monetary consequences. On the other hand, the probable 
establishment of the North American Free Trade Area during this decade opens 
possibilities not only for increased trade, but also the reversal of the resource 
transfer through Federal funding of public works and the return of flight capital 
under joint legal protection. It might also permit the establishment of 
appropriate double-taxation agreements to support fiscal reform. Above all, 
further research on the Mexican private sector is necessary in order to design 
an effective macroeconomic adjustment policy. 


ECONOMIC PERFORMANCE IN BANGLADESH 
DURING THE 1970s AND 1980s 
AND PROSPECTS FOR THE FUTURE 


Azizur Rahman Khan 


With commentary by Richard Eckaus 
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With a population of about 110 million and a per capita gross domestic 
product (GDP) of about US$180 in 1989, Bangladesh is the ninth largest and one 
of the poorest of the countries of the world. About one-third of the population 
suffers from moderate to severe starvation and another third is malnourished. 
Life expectancy is 51 years, well below the average of other low-income 
countries. Only 32 percent of the people over fifteen can read and write. The 
people of Bangladesh are becoming poorer and their standard of living has fallen 
over the past 160 years. 


In 1958 the average income of a Bangladeshi was 74 percent of the income 
of a Pakistani, 65 percent of the income of a Thai, and half the income of a 
South Korean. In 1985 the average income of a Bangladeshi was 40 percent of a 
Pakistani’s, 19 percent of a Thai’s, and 7 percent of a South Korean’s. 1/ 


A review of rural incomes shows that a day's agricultural wage could buy 
6 kgs of rice in the 1830s and over 5 kgs in the late 1990s. By contrast, in 
the early 1980s, a day's agricultural wage bought less than 3 kgs of rice. 
Further evidence shows that an average person in rural Bangladesh has a lower 
level of nutrition today than at any other time in the past 160 years.2/ 


Bangladesh was led to independence in December 1971 by a strongly 
nationalistic movement committed to representative democracy. Shortly after 
independence the movement lapsed into one-party authoritarian rule which was 
ended by a military coup in August 1975. Ever since the armed forces have played 
a dominant role in government. Successive administrations have been too 
preoccupied with survival to address key issues of long-term development. As 
a result, there are no effective policies to regulate the private sector. 


MACROECONOMIC PERFORMANCE 


Growth of the Economy 


During the post-independence period (1973-87)3/ GDP in Bangladesh grew 
by about 4 percent per year compared to 3.2 percent per year during the period 
before independence (1950-70).4/ However, the higher growth rate in 1973-87 is 
somewhat misleading. There was an initial decline in the level of GDP 
immediately after independence, and thus depressed income levels. In 1988-89 





m4 A.R. Khan and M. Hossain (1989). (This paper draws heavily on this book). 
2/ =A. R. Khan and M. Hossain (1989) and A. R. Khan (1984). 

3/ Fiscal years run from July 1 to June 30. 

4/ Some analysts suggest that official GDP growth rates are underestimated 


because of the downward bias in the estimates of industrial output. A 
generous adjustment for this bias makes the trend growth rate in GDP 4.3 
percent per year. See Khan and Hossain (1989), annex to chapter 2 for a 
discussion of these issues. 
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GDP growth barely kept pace with population. This decline in economic growth 
is often attributed to the stagnation in agricultural production caused by 
catastrophic floods. At the same time, stagnation was also occurring in the 
industrial sector. 


Population Growth 


One of the factors behind the higher growth rate of per capita income 
following independence is the decline in the rate of population growth. The 
trend in population growth has, however, been complex and uncertain. This has 
been compounded by periodic revisions in official estimates. 


According to official estimates the population growth rate peaked in the 
late 1960s, reaching 3 percent per year. At that time the birth rate was 
somewhere between 45 and 50 per thousand and the death rate was close to 20 per 
thousand. 


In the first decade after independence the rate of population growth 
declined substantially to about 2.3 percent per year. This was due to a sharp 
decline in the birth rate to well below 40 per thousand and a smaller decline 
in the death rate to about 15 per thousand. 


This slowed population growth did not last: In the early 1980s it 
increased significantly to more than 2.5 percent per year. The reasons for this 
rise are not clear. It seems unlikely that it is due entirely or mainly to a 
further decline in mortality since there has been no apparent decline in the 
death rate in the 1980s. Thus, it appears that the birth rate in the 1980s rose 
significantly and is higher than it was in the 1970s. 


One explanation for the erratic birth rate is that in the early 1970s, 
in the wake of the sharp increase in the incidence of poverty immediately after 
independence, there was a poverty-induced decline in fertility. In the early 
1980s the incidence of poverty declined by comparison: This led to a recovery 
in the fertility rate. 


Savings, Investment, Capital Inflow, and Foreign Debt 


Macroeconomic indicators'relating to savings, investment, capital inflow, 
and debt service in Bangladesh underwent profound changes after independence. 
Comparisons of indicators in the five years prior to independence (1966-70) and 
the most recent six years after independence for which detailed information is 
available (1981-86) highlight these changes. Per capita income in the second 
period was about 5 percent higher than in the first period. Per capita 
consumption in the second period was, however, 12 percent higher than in the 
first period. This represents a sharp decline in the domestic saving rate, from 


more than 8 percent of GDP in the pre-independence period to 2 percent in the 
post-independence period. 


Investment increased from 12 percent of GDP in the pre-independence 
period to 14 percent in the post-independence period. This was financed by three 
sources: domestic savings (2 percent of GDP), income remitted by Bangladeshis 
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working abroad (3 percent of GDP), and net capital inflow (8 percent of GDP). 
For the pre-independence period no estimate is available for workers’ remittance 
though it appears reasonable to assume that it was insignificant. Investment 
was financed by domestic savings (over 8 percent of GDP) and net capital inflow 
(3 percent of GDP). 


Thus, Bangladesh has become overwhelmingly dependent on foreign capital 
since independence. In recent years domestic savings have financed only 16 
percent of domestic investment as compared to 72 percent before independence. 
Net foreign capital inflow has financed nearly 60 percent of domestic investment 
in recent years as compared to only 28 percent before independence. The 
transformation from a relatively self-reliant to a massively aid-dependent 
economy is the country’s most outstanding-macroeconomic feature. This dependence 
has led to, at best, a marginal gain in the economic growth rate. 


A very high, though gradually declining, proportion of capital inflow 
has been in the form of outright grant. The terms of long- and medium-term loans 
have also been very favorable; an average repayment period of 39 years, a grace 
period of nine years, and an average interest rate of 1.5 percent. And yet the 
prolonged inflow of foreign capital at a high rate has created a substantial and 
rapidly increasing burden of debt service. Interest and repayment of medium- 
and long-term (M&LT) debt was 13 percent of foreign exchange earnings (consisting 
of merchandise exports and workers’ remittances) in 1986 and rose to 19 percent 
in 1989. Including the interest and repayment on short-term debt, total debt 
service in 1989 was 31 percent of foreign exchange earnings. 


SECTORAL PERFORMANCE 


Food and Agriculture 


Like most other sectors of the economy, agriculture experienced an 
absolute fall in output immediately after independence when per capita production 
and consumption of foodgrains fell. Between 1973 and 1987 growth in overall 
agricultural production was at least as high as the growth in population while 
the growth in foodgrain (cereal) production was higher than the growth in 
population. Since 1987, food and agricultural production have stagnated. While 
unusually severe flooding has been blamed for this, there are indications that 
other problems had been threatening the progress in agriculture. 


Increased production of cereals--through the adoption of a technology 
based on the use of the high-yielding variety of seed, controlled water, and 
fertilizer--has been the main source of agricultural growth during post- 
independence. Concentration on cereals was largely due to the government's heavy 
subsidization of inputs. This support was prompted by the perception that 
attaining self-sufficiency in the production of foodgrains was the highest 
priority in agriculture. Moreover, the technology to raise the yield of cereals 
was readily available. 


The rate of output growth was much faster in the 1970s than in the 1980s 
and the rate of increase in production has gradually slowed. The target of 
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achieving self-sufficiency in the production of foodgrains has proved elusive; 
imports as a proportion of total domestic consumption has shown no tendency to 
decline. Cereal imports as a proportion of total domestic availability was 11.5 
percent during 1984-88, exactly the same as the five years immediately after 
independence (1974-78). In the 1980s per capita consumption of foodgrains was 
higher than in the 1970s but still significantly lower than in the pre- 
independence years. 


The pattern of agricultural growth has almost certainly aggravated 
inequality in the distribution of income. The benefits of fertilizer subsidies 
appear to have been rather widely distributed thanks to the high rate of HYV. 
adoption by small farmers. The high rate of adoption on their part, in turn, 
was facilitated by: the provision of irrigation water by the public sector; and 
the instinct for survival on the part of small farmers faced with a declining 
land/person ratio and--in the case of the tenants--by a push by the owners of 
land (who appropriated much of the gain from increased output). Since the late 
1970s the emphasis in irrigation has shifted to the promotion of private 
ownership of highly subsidized equipment. In more recent years subsidies on 
fertilizers have been drastically curtailed, while subsidies on irrigation were 
retained. Richer farmers have acquired irrigation equipment with the help of 
credit from public lending institutions. While massively defaulting on the 
repayment of credit, these farmers have sold water to the smaller farmers at very 
high prices. Growing land scarcity has raised the value added factor share of 
agricultural land. Given the continuation of extreme inequality in the 
distribution of land, this growing share of output accruing as rents has 
continued to be very unequally distributed. 


In recent years the area under wheat, the most rapidly rising component 
of agricultural growth, has begun to stagnate. The demand for irrigation 
equipment has slackened since the expansion of the credit program came to a halt, 
a halt that was induced by an attempt to tighten credit and improve repayment 
rates. This in turn has led to concern that it may not be possible to maintain 
the moderate progress made in the sector since independence. 


Industry 


Industrial policy in post-independence Bangladesh has been characterized 
by the use of state power to create a mechanism for private enrichment. This 
is just as true during the early period of nationalization as during 
privatization later on. Largely as a direct consequence of this strategy, the 
nationalized industries were inefficient and incurred large operating losses. 


During the 1980s, wide-ranging reforms have been made to the industrial 
sector with the aim of promoting growth and efficiency. These measures, 
discussed more fully later, have included substantial privatization, widespread 
reforms of the foreign exchange regime, and other steps to promote allocative 
efficiency. The accumulated riches in private hands have not, however 
contributed to productive industrial investment. Reasons for this include: the 
absence of a regulatory framework to ensure stability and monitor the process 
of accumulation; the divorce between production and accumulation (with the 
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process of accumulation serving as a disincentive to invest); and the inadequacy 
of physical infrastructure. 


While there is some controversy about the rate at which the industrial 
sector has grown, observers agree that the rate has not been particularly high. 
Moreover, much of the growth has originated in small-scale and cottage 
industries, which did not receive much support from the government. 


According to official estimates, value added in large and medium 
industries--the main focus of public policy--has grown at a lower rate than GDP. 
Once upward adjustments are made in these estimates to compensate for alleged 
understatement of industrial growth,5/ the value added appears to have grown 
slightly faster than GDP in the 1980s. With rare exceptions, value added per 
worker in these industries has declined over prolonged periods. 


Small industries--predominantly based in urban areas and using non- 
traditional technology--appear to have grown rapidly, though it is impossible 
to precisely quantify their growth. Traditional cottage industries--based in 
rural and semi-urban areas--appear to have grown very rapidly, largely due to 
an influx of labor that the agriculture sector failed to absorb. Thus, the 
performance of cottage industries is more a reflection of the attempt of low- 
income people to survive by finding work in a sector of residual employment 
category, than of vigorous and dynamic growth. The rewards from growth in these 
industries, in the form of wages and earnings per worker, were dismally low. 


Infrastructure 


Inadequate physical infrastructure is a serious obstacle to economic 
development. Erratic power supply is a major hindrance to the utilization of 
industrial capacity; the lack of access to power is an obstacle to the 
development of rural industries. The depletion of natural energy resources and 
the high cost of transmitting commercial energy have created a serious shortage 
in rural areas and caused considerable environmental damage. Expansion in the 
use of gas--a relatively plentiful source of indigenous energy--and in the supply 
of electricity, generated largely from gas, have not relieved the shortage. This 
is because the cost of transmitting commercial energy to rural areas is 
prohibitively high. 


In transport, roads have expanded significantly, although growth has not 
kept up with demand. The expansion of roads has been imbalanced: Feeder roads 
have received much less attention than arterial roads. As a result, serious 
bottlenecks have arisen because of the difficulty in getting agricultural goods 
to market. Arterial road transport has suffered from the inadequacy of ferry 
services, railways have stagnated, and the use of natural waterways has been 
limited by the lack of investment. 





5/ See A.R. Khan and M. Hossain (1989), annex to chapter 2 for a background 
to this issue. 
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Some progress has been made in harnessing the rivers, controlling floods, 
and reducing waterlogging and salinity. 


Education and Health 


Education and health have suffered from comparative neglect. Their 
shares of public expenditure are low and have declined over time. The allocation 
of resources for education has not been consistent with the principles of 
efficiency and equity. Higher education, which has a low return (it produces 
fewer employable people) and tends to benefit the middle- to upper-classes, has 
received most of the funds, while primary education--with apparent high return 
accruing mainly to the poorer groups--has suffered. Moreover, access to all 
forms of higher education has narrowed and is inequitable. The primary school 
enrollment rate has been falling for boys and overall, though rising for girls. 
One redeeming feature of educational development is the rapid growth of higher 
technical education. While the quality of this vocational education has not 
deteriorated, the quality of other forms of post-secondary education has. 


Graduates from post-secondary institutions acquire few usable or employable 
skills. 


While certain factors such as improved life expectancy (particularly for 
women) and lower infant mortality indicate advances in health, Bangladesh 
continues to rank well below other low-income countries in terms of these 
indicators. Basic rural health services have expanded, yet these increases have 
not been significant in comparison with what is needed. The improved life 
expectancy and reduced infant mortality rate is probably due to increased access 
to safe drinking water and better control of epidemic diseases. 


INCOME DISTRIBUTION AND POVERTY 





The economy of Bangladesh has experienced some growth during the post- 
independence period, with average per capita consumption during the 1980s 12 
percent above per capita consumption in the second half of the 1960s. Was this 
improvement in per capita consumption shared by the poor with a consequent 
decline in the proportion of the population in absolute poverty? 


Using a level of food consumption that provides kilocaloriés of energy 
below what is required, and the head count method, the incidence of poverty can 
be measured from the Household Expenditure Surveys (HES) for 1974, 1982, 1984, 
and 1986. These estimates show that the incidence of rural poverty: (a) 
increased between 1974 and 1982; (b) declined dramatically in a very short period 
between 1982 and 1984; and (c) registered a small decline between 1984 and 1986. 
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Changes estimated from the HES data between 1974 and 1982 and between 
1984 and 1986 are not difficult to accept.6/ It is the change between 1982 and 
1984 that is far more dramatic than what one is led to expect from other evidence 
(e.g., change in real wages in agriculture). Indeed, the anomalous reduction 
in rural poverty between 1982 and 1984 is probably due to a bias created by 
changes HES made to its methodology, beginning in 1984.7/ 


Once the improvement between 1982 and 1984 is largely discounted, there 
would be no basis to conclude from the HES data that the incidence of rural 
poverty declined in the period since independence: poverty increased quite 
sharply between 1974 and 1982 and declined modestly between 1984 and 1986. If 
there was no more than a moderate decline in the extent of poverty between 1982 
and 1984, then the incidence of rural poverty between 1974 and 1986 could not 
have changed significantly. This would be a remarkable finding because 1974 was 
a depressed year, which led to a severe famine, and 1986 was an unusually good 
year in which a number of favorable factors coincided to produce a short-lived 
peak in real wages. Between these two years per capita income increased by 26 
percent. 


Other available evidence suggests that the incidence of poverty could 
not have declined in any significant way in the years since independence. The 
most important piece of evidence is the movement in real wages. Estimates of 
real wages for agricultural workers are available for four decades, from 1949 
to 1989.8/ Over this period the estimated rate of change in real wages is a 
statistically significant -1.7 percent per year. Immediately after independence, 
real wages declined sharply, by 29 percent between 1971 and 1973. Even when 
the highly depressed 1973 level is used as the point of departure, the rate of 
change following independence is not significantly different. Average real wages 
from 1982-87 were about 27 percent lower than in the second half of the 1960s. 
From the mid-1960s to 1987, national per capita real consumption increased by 


6/ The increase in poverty between 1974 and 1982 may seem unlikely since there 
was a catastrophic famine in 1974 and no other major disasters occurred 
between 1975 and 1982. In 1982 crop output declined absolutely and per 
capita output in agriculture fell. Yet evidence suggests that per capita 
rural income in 1982 was higher than in 1974. The HES measurement of 
poverty between these years would thus imply that the distribution of income 
changed adversely for the poor. The 12 percent decline in the real wage 
rate in agriculture between 1974 and 1982 supports this. Assuming that the 
HES evidence is accurate, the experience demonstrates that the incidence 
of steady but slow hunger and the incidence of sudden and massive hunger 
(as in a famine) are not necessarily highly correlated, a point to which 
Amartya Sen (1982) has drawn attention. Questions, of course, remain to 
be answered about the accuracy of the HES measurements. 


L/ See A.R. Khan and M. Hossain (1989), p. 148 for an account of the changes 
and the bias due to them. 


8/ See A.R. Khan and M. Hossain (1989). 
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12 percent and consumption in the rural areas probably increased even more.9/ 
Meanwhile, per capita income during 1975-89 increased at a highly significant 
rate of 1.64 percent per year. 


The distribution of urban income appears to have followed the same course 
as in rural areas: inequality has increased, perhaps more than in rural areas, 
and real wages have declined.10/ 


Additional evidence on the changing distribution of income and poverty 
is provided by taking a closer look at the trend of income and the consumption 
and price of foodgrains (primarily rice and wheat). Rice represents over 80 
percent of grain consumption: It has accounted for more than 55 percent of the 
expenditure and 75 percent of the kilocalories consumed by poor households in 
Bangladesh in recent years. At prevailing low levels of food consumption the 
income elasticity of demand for cereals should be high. A poor family, with an 
inadequate intake of food, is likely to spend a large portion of its income on 
rice and wheat. This effect would be particularly strong if the relative price 
of the grains remained the same. 


Available evidence shows that the relative prices of both coarse and 
medium varieties of rice have fallen over time.11/ Both varieties have been 
cheaper in the 1980s than in the 1970s relative to consumption in general.12/ 
This would lead one to expect a fairly high observed "income elasticity" of 
demand for rice (and total cereals) in the period since independence. Various 
cross-sectional estimates suggest that the income elasticity of demand for 
cereals in Bangladesh is somewhere between 0.53 and 0.73.13/ In view of the low 
average consumption and falling relative price of cereals, the income elasticity 
of demand for cereals should give a higher estimate than the lower limit of this 
range (assuming no change in the distribution of income), yet such an estimate 
turns out to be statistically insignificant.14/ 


9/ Between these two periods the rural-urban income disparity appears to have 
declined. See A.R. Khan and M. Hossain (1989), chapter 7. 

10/ See A.R. Khan and M. Hossain (1989), chapter 7. 

1l1/ See Khan (1989). 

12/ These relative prices are the ratios of the retail prices of rice to the 
rural cost of living index. 

13/ See A.R. Khan and M. Hossain (1989), chapter 3. 

14/ The double logarithmic fit (implying a constant elasticity) gives an 


elasticity of 0.16 and a semi-logarithmic fit gives an elasticity of 0.17 
at the average of the annual per capita incomes during 1973-88. None of 
the estimated regression coefficients is, however, significantly different 
from zero at any reasonable level of probability. 


a 
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The insignificant income elasticity of demand for cereals can only be 
explained by a deterioration in the distribution of income. As is well known, 
the income elasticity of demand for cereals is lower for higher income groups. 
The observed insignificance of the elasticity suggests that the distribution of 
income had shifted in favor of the high income groups. Indeed, the result is 
quite consistent with a net decline in the per capita income of the poor. In 
any case, it is inconceivable that the poor experienced a significant improvement 
in real income and yet decided not to increase the consumption of cereals, 
especially since cereals had also become cheaper relative to other goods.15/ 


POLICY REFORMS FOR ALLOCATIVE EFFICIENCY 


During the 1980s, Bangladesh implemented a wide range of measures to 
promote economic efficiency, including a substantial privatization of industry, 
trade, and finance, and a variety of policies to improve allocative efficiency. 


The adoption of the New Industrial Policy in June 1982 led to the 
privatization of a number of large-scale industries, notably jute and cotton 
textiles. Prior to these reforms, at one point public ownership accounted for 
92 percent of the assets of large-scale industries. By 1985 public ownership 
had declined to about 40 percent of the assets of these industries. 
Privatization has also affected a number of banks and financial institutions, 
and by the late 1970s had already been extended to the marketing of agricultural 
inputs and the ownership of irrigation equipment. 


During the 1980s the interest rates on deposits were generally negative 
in real terms and rates on lending were either negative or insignificant. By 
1980, the rates on deposits and loans were raised to a level that was positive 
in real terms. 


Starting in 1976 steps were taken to reduce subsidies on agricultural 
inputs, particularly fertilizers. By 1986 subsidies on fertilizers had all but 
vanished. Subsidized distribution of foodgrains through statutory rationing was 
also drastically curtailed. On the other hand, subsidies on irrigation equipment 
were retained at a high rate. 





i2/ The appropriateness of the cross-section elasticity as an indicator of 
consumption behavior over time may be questioned. It is, however, unclear 
in what direction the cross-section elasticity would be biased. The 
traditional consensus seems to be that it would be an underestimate. This 
is because the cross-section elasticity measures the difference between the 
consumption behavior of a poor consumer and a richer consumer at a given 
point in time. As the poor consumer becomes better off over time he or she 
would take time to acquire the consumption pattern of a richer consumer. 
For food, this would mean that the use of cross-section elasticity would 
underestimate the growth in demand for food over time, other things being 
equal. 
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According to orthodox development theory, a country’s foreign exchange 
regime decisively influences its growth and the efficiency of its 
industrialization. Attention has long been focused on the overvalued exchange 
rates and quantitative restrictions on imports in developing countries. Critics 
assert that such policies: discriminate against exports; inevitably promote non- 
uniform protection for different products, which in turn encourages a 
misallocation of resources; and are restrictive and represent an obstacle to 
industrial growth and efficiency. 


Very important changes have taken place in the foreign exchange regime 
of Bangladesh. First, the comparison of the wage earners’ scheme (WES) rate of 
exchangel6/ and the official rate of exchange shows that the extent of 
overvaluation in the latter is low and has declined sharply over time. In 1980 
the ("free market") WES rate was about 25 percent above the official rate. By 
1989 the difference had been reduced to 2 percent. Further, a variety of 
incentives for exports had substantially reduced the difference between the real 
effective exchange rates (REER) for exports and imports. The difference between 
the REER for exports and the REER for imports has narrowed considerably in the 
1980s, although a significant disparity still exists.17/ 


Finally, the level of protection for domestic industries has drastically 
declined. A recent study showed that the overall wholesale trade margin on 
imports to Bangladesh fell by nearly a half between 1979 and 1984.18/ 


The international donor community, led by the World Bank and the IMF, 
strongly promoted these measures, insisting that they were essential to efficient 
growth. However, there has been little evidence to date that they have worked. 


The effects of privatization have yet to be carefully analyzed. 
Preliminary studies show that it did not improve performance in large-scale 
industries. On the other hand, the new system of marketing in agriculture, which 
ended the monopoly of the parastatals, has been widely welcomed by the peasants. 





16/ WES rate of exchange is the free market price of foreign exchange remitted 
by the Bangladeshis working abroad. The purchase of foreign exchange 
remitted under WES entitles'the buyer to import a wide variety of goods and 
services. Imports under WES have accounted for about a quarter of all 
imports and well over half of all private imports in recent years. 


17/ See A.R. Khan and M. Hossain (1989), pp.92-95. Note that the estimates of 
REER for imports are overstated because the rates of statutory protection 
(import duties and taxes) that are used to calculate them have been found 
to be higher than the rates of actual protection. The estimates of REER 
for exports, on the other hand, are understated, because they do not take 
into account numerous export benefits (e.g., tax holidays, access to bonded 
warehouses, interest rate subsidies and several other incentives). 


18/ See Bhuyan, Haq and Rashid (1985). iis 
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The reduction in disincentives for exports may have aided some export 
promotion, but the drastic reduction in the level of protection and the change 
in the foreign exchange regime have not led to any efficient restructuring or 
explosive industrial growth. Moreover, it is hard to argue that there has been 
significant diversification and growth in exports. Before independence raw and 
manufactured jute accounted for about two-thirds of exports (to the then West 
Pakistan and the rest of the world together). The percentage of jute as a share 
of total exports increased immediately after independence due to the loss of 
certain exports to Pakistan. By 1989 the share had declined to less than a 
third. This apparent diversification of exports needs some _ serious 
qualification, however. First, exports have grown rather slowly, at about 8 
percent per year in nominal dollar value. Second, the drastic reduction in the 
share of jute has partly been at the cost of an absolute decline in the value 
of jute exports. Possibly, more sensible policies would have permitted an 
avoidance of such a decline. Most importantly, the diversification is largely 
due to the rapid, sustained increase in the export of ready-made garments, with 
only periodic spurts in the export earnings of a few other items, notably, fish 
and leather. 


Garments accounted for more than one third of merchandise exports in 
1989. The rapid expansion in the export of garments has occurred because 
entrepreneurs from East Asia had hit import ceilings imposed by the developed 
countries on their exports. These entrepreneurs transferred some of their 
operations to Bangladesh where quotas did not apply. The value added and net 
foreign exchange earned from the garments are limited because of the high cost 
of the inputs needed to produce them.19/ 


While Bangladesh has made impressive progress in implementing prescribed 
reforms, other macroeconomic measures are required. The country needs a proper 
incentive system to ensure allocative efficiency; and, for such a system to 
induce growth, two preconditions are needed: 


(a) an institutional framework that will make economic agents respond to 
the incentive system; and 


(b) a complementary system of incentives to promote growth. 


The importance of the first condition has been underlined by Kornai in 
the case of the socialist countries. He has argued that the "soft budget 
constraints" that the enterprises in such countries are subject to make it 
impossible for them to respond to price and profit incentives. In such a 
situation it is meaningless to reform prices and profit signals without changing 
the institutions and regulations that make the budget constraint soft. 


Another example is interest rate reforms in Bangladesh, which were 
designed to price funds more realistically, thereby encouraging saving and more 
prudent investment. Its success depended on getting the economic agents to pay 





19/ Imported current inputs accounted for as much as 70 percent of the value 
of the output of the garments. See McKay (1984), pp. 35 and 39. 
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higher real interest on borrowed funds. When the lending institutions, mostly 
in the public sector, tried to enforce the higher rates, there was massive 
default by lenders in agriculture and industry. The entire credit system was 
clogged, then ground to a halt. To date, the government has lacked the strength 
needed to implement and enforce clear financial regulations. 


INCENTIVES FOR GROWTH 


In examining incentives for growth, a useful starting point is the system 
of primary accumulation needed during the initial phase of industrialization. 


For example, the system of primary accumulation that financed the initial 
industrialization of Pakistan consisted of a highly overvalued exchange rate 
buttressed by strict licensing of all imports. Licensed importers appropriated 
large scarcity premia, only a part of which went to the treasury in the form of 
import taxes. This constituted a concealed tax on the producers of exports, 
mainly the peasants. Domestic industries were highly protected, which encouraged 
traders--the beneficiaries of the accumulation process--to channel their surplus 
into industrial investment. The system led to inequitable growth and bred 
inefficiency because protection was too high to permit healthy competition. On 
the other hand, it created a strong incentive to invest in productive sectors. 


In Bangladesh state power was used for the enrichment of privileged 
groups, initially by tapping the potential surplus of nationalized industries; 
and by appropriating scarcity premia on imports. Soon, however, the system began 
to fall apart. Because of mismanagement and inefficiency, nationalized 
industries incurred heavy losses and could no longer serve as a source of surplus 
generation for those in control. To appropriate surplus from import trade it 
is essential to have a high scarcity premium at the official price of foreign 
exchange. For a number of reasons, this became increasingly difficult to 
maintain. Remittances increased rapidly to become the single largest source of 
foreign exchange earnings. Subjecting remittances to surplus extraction would 
only drive them into illegal channels or out of the country. Jute textiles, the 
remaining source of export earnings, are also difficult to subject to surplus 
extraction. The jute industry was incurring large losses, partly because it was 
less protected following the dismantling of a dual exchange rate prior to 
independence. Traditional exports provided too narrow a base for such a system. 


Moreover, there was pressure from the donor community to revise the overvalued 
exchange rate. 


Public sector imports became the alternative source of surplus 
extraction. Financed by foreign aid, these imports are subject to high agency 
fees and premia charged by the local agents of foreign suppliers. The local 
agents tend not to reinvest their profits in productive sectors. These high 
costs were passed on to the government. 


The pre-independence system of accumulation (when Bangladesh was t 
of Pakistan) and the present system differ in certain fundamental ways. sheet 
the number of beneficiaries is smaller, although the stake each one has is 
larger. Most importantly, the present system does not jhaéve a system of 
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incentives directing the surplus to productive investment. The new system no 
longer depends on a large scarcity premium on imports, nor does it provide high 
protection for domestic industries. Rather, it depends on a large volume of 
imports in the public sector, which is consistent with a low degree of 
protection. 


The loss of protection was not countered by a compensatory package of 
promotion. The general chaos and arbitrariness under which the system functioned 
made it impossible for cohesive regulations to emerge. Successive governments, 
tainted by arbitrariness and illegitimate practices that inevitably characterize 
such a mechanism of surplus generation, failed to instill confidence and 
stability. The other impediment to the development of a system of promotion was 
the serious inadequacy of infrastructure, which affected profitability. 


Little information is available on where the surplus went. Le: 3s, 
however, possible that much of it was channeled into higher consumption, luxury 
housing, foreign travel, and capital flight. 





Economic growth in Bangladesh is not likely to accelerate significantly 
unless the following preconditions are met: 


(a) The emergence of a stable government capable of designing and 
implementing financial regulations to control and protect business and 
industry. Such a government should instill confidence in businessmen 
and workers that they will benefit from their efforts. 


(b) The setting-up of a growth-oriented system of accumulation and incentives 
that would direct entrepreneurial effort towards productive activities. 


(c) The removal of infrastructure bottlenecks by substantially increasing 
investment in transport, energy, and other related services. 


Without meeting these preconditions, Bangladesh may not even be able to 
sustain the rate of growth that it achieved during the last two decades. Indeed, 
there were signs of deceleration even before the devastating floods in the last 
few years. Achieving higher growth while avoiding increased inequality and 
poverty is likely to be a particularly difficult problem in Bangladesh in view 
of the growing population and the inequitable distribution of agricultural land. 
The inability to improve the incomes of the poor may constrain agricultural 
growth. There is some evidence that the failure to achieve self-sufficiency in 
foodgrains is largely due to insufficient effective demand, which is a 
consequence of inequitable growth. It might be possible to overcome the problem 
of deficient effective demand by shifting the emphasis of agricultural 
development away from foodgrains--a non-tradable good for all practical 
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purposes--to exports. However, unless this can only be done at the cost of 
increasing poverty. 20/ 


Bangladesh's future development depends primarily on internal forces. 
External changes, such as in the world demand for jute and other key exports, 
the extent of trade barriers, and the volume and terms of foreign trade, would 
certainly influence, but alone could not affect, long-term growth. 


Per capita external assistance--averaging approximately US$10 per year 
in the 1980s--is not unjustifiably high, given the extreme poverty of the 
country. But rather than complementing domestic savings and contributing to 
raising the rate of investment, foreign assistance has become a substitute for 
domestic savings. If the country could achieve the saving rate of the pre- 
independence period, domestic investment would be close to 50 percent more than 
it is today (given the current rate of capital inflow). Without a change in the 
existing system of accumulation and incentives, an increase in foreign aid would 
have a limited effect and would not lead to self-sustaining growth in investment. 


The change in the system of accumulation and incentives is not a matter 
for the donor community to settle through policy dialogue and conditionality. 
Only determined domestic leadership can bring about the changes. Until then, 
policy measures to improve allocative efficiency will at best have a very limited 
effect. 


SUMMARY AND CONCLUSIONS 


Bangladesh has achieved a moderate rate of economic growth in the period 
since independence. While this growth has not met the expectations of those who 
fought for the country’s independence, it must have surprised many who expected 
Bangladesh to become an "international basket case." 


Apart from the failure to achieve a higher rate of growth, the economy 
has been characterized by a number of shortcomings. These include: a sharp 
decline in the domestic saving rate, an extreme dependence on external borrowing, 
increased inequality in the distribution of income, continued and undiminished 
poverty and malnutrition, lagging education and health services, and a failure 
to substantially reduce the population growth rate. 


At the urging of donors, the country’s development policy has emphasized 
measures to promote allocative efficiency. In the absence of institutional 
preconditions and a system of accumulation and incentives oriented toward 
productive investment, these measures have not produced much success. 





20/ Some of these issues have been discussed in A. R. Khan (1989). 
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Table 1: TREND GROWTH RATES: PERCENT PER YEAR 
Lene eee ee ee ee eee ee ee ee ee ee EE =n PP a a 
GDP/GNP Per Capita 
GDP/GNP 


Pre-independence period (1950-70) 


GDP 3.20 0.66 
GNP Sew 0.66 
Post-independence period (1973-87) . 
GDP 4.05 1.64 
GDP: Adjusted 4.29 1.90 
GNP ? 4.34 a9 
GNP: Adjusted 4.58 2.18 
1988-89 
GDP 2.43 0.06 
GNP 2.0.5 0.25 


fog ea) ee 


Note: Trend growth rates for the period 1950-87 are estimated by 
fitting the following trend equation: 
Log Y, = a, + a,Z, + b,T + b,Z,T 


Where: Y = Dependent variable (GDP/GNP or per capita GDP/GNP) 
. T = Time (=1 for 1950,... 38 for 1987; subscript t 
denotes the same for the variables); and 
Z = 0 for pre-independence years and 1 for post 


-independence years. 
For 1988-89 the growth rates are the annual compounded rates 
between 1987 and 1989. Adjusted estimates are those based on 
revised GDP estimates after generous corrections for the alleged 
underestimation in industrial growth. For data sources see Khan and 
Hossain (1989), Chapter 2 and its annex. 


Table 2: MACROECONOMIC CHARACTERISTICS: PRE-INDEPENDENCE (1966-70) | 


As % of GDP As % of Investment 


Domestic Savings 


, 8.4 72.0 
Foreign Savings 3.2 28.0 
Investment 11.6 
Consumption 91.6 

Private 85.7 

Public 5.9 





Source: Seé Khan and Hossain (1989), Chapter 2 and its annex. 
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COMMENTARY BY RICHARD S. ECKAUS 


Mr. Khan gives us few reasons to be optimistic about Bangladesh. 
Neither the government nor markets, such as they. are, work well in his 
description of the economy. The recent history of economic ineptitude, pervasive 
corruption and the bleak prospects for improvement provide incentives for capital 
flight rather than the domestic investment that would help generate growth. 


His passing comment on the effect of changes in poverty on fertility 
indicates his belief that Bangladesh is, in effect, a Malthusian country. 
Successful attempts to improve output are eaten up by increases in population, 
at least among wage earners. 


On the other hand, Khan’s frequent references to the rapacious 
effectiveness of landowners and large merchants in appropriating surpluses 
suggest the possibility of high savings rates among these groups. It is somewhat 
. puzzling that this possibility is either not realized or not reflected in the 
official savings statistics. These statistics indicate that the Bangladesh 
savings rate is one of the lowest, if not the lowest, in the world, except for 
countries involved in foreign or civil warfare. 


Foreign grants and loans have come to finance the overwhelming share 
of investment in Bangladesh since its independence. It would be easy to argue 
that here is an outstanding case of the counterproductiveness of foreign economic 
assistance. It would be more to the point to argue that it is the 
counterproductiveness of domestic economic policy that is at fault. Khan's 
account does not give any ground for hope that, if there were no foreign economic 
assistance, there would have been a substantially better economic policy. 


In Khan's account, the large merchants and agents handling imports, 
the large landowners and any other group that can appropriate public resources, 
do so. There are no effective constraints. However, it is also true that, with 
Malthusian pressures keeping wage incomes low, good markets would also lead to 
large "surpluses", i.e., non-labor incomes. 


In this situation there is little that outside agencies can do except 
to continue to provide international "welfare" payments and exert whatever 
influence those give them in the direction of the political reforms that must 
precede the economic reforms. 


MALAYSIA: PATHWAYS TO STABLE GROWTH 
WITH EQUITY 


V. N. Gnanathurai 


With commentary by Frank Lysy 
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The economic system of Malaysia is based on private enterprise, 
although the government plays an active role in economic planning and 
development. The country has used and developed rich natural resources, 
including the literate population. This and prudent fiscal and monetary 
management in a politically stable environment have made Malaysia one of the 
fastest growing economies in the Asia-Pacific region. With an estimated 


population of 17.5 million, Malaysia's 1989 per capita GNP in current terms was 
just over US$2000. 


Malaysia's growth and continuing vitality are the result of pragmatic 
and flexible government policies and fast-growing foreign and domestic private 
investment. Investors have committed substantial capital and modern technology 
to developing the country’s abundant resources, while the government has promoted 
sustained, balanced economic growth, with a view to eradicating poverty and 
restructuring society. Concern for equity in distributing resources within the 
framework of macroeconomic policy has reinforced Malaysia's political and social 
stability and helped improve the business climate. 


FACTORS INFLUENCING DEVELOPMENT PLANNING 


Development planning in Malaysia is influenced by three fundamental 
factors. The most important is the multi-ethnic composition of the population 
and the disparities in income and economic opportunities between and within the 
ethnic groups.1/ Despite the progress over the past 20 years in developing the 
economy and redressing social imbalances, poverty and ethnic disparities remain 
the major problems of development planning. With an expanding economy and more 
opportunities for employment, the government will be able to assist the less 
advantaged groups in society. 


The second important factor in development planning is the open nature 
of the Malaysian economy. Exports and imports represent about 79 percent and 
75 percent, respectively, of gross national product (GNP). The economy, 
consequently, is subject to instability from fluctuations in international 
demand, export prices, and foreign investment. Economic planners under such 
circumstances must be flexible to cope with these external shocks. 


A third factor is the mixed nature of the economy. The planning 
process is neither entirely state controlled nor completely laissez-faire. 
Policy decisions are nevertheless based on free market principles; when the state 
intervenes in key sectors of the economy, it does so to achieve socially 
desirable objectives. The state encourages competition to increase productivity 
and efficient allocation of resources, but does not discourage private 
entrepreneurship or dampen the business climate. 





l/ Of a population of 17.4 million in 1989, Malays and other Bumiputeras 
(indigenous people) comprised 56 percent, Chinese 34 percent, and 
Indians and others the remaining 10 percent. 
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RECENT ECONOMIC DEVELOPMENTS 

The period 1981-85 was marked by a slowdown in the Malaysian economy. 
Average growth in real gross domestic product (GDP) tapered from 7.6 percent a 
year during the 1970s to 5.1 percent a year (see Table 1). This was largely due 
to the economic slowdown in the industrial countries, which dampened external 
trade, reduced private investment, and increased imbalances in external payments. 
This recession lasted an unusually long time, from the latter half of 1979 until 
the end of 1982. Despite this adverse global environment, Malaysia achieved an 
average growth rate of 6.7 percent between 1981 and 1984. 


This impressive growth was largely due to the expansionary counter- 
cyclical public expenditure policies that Malaysia adopted to cushion the adverse 
effects of the global recession. This expansionary, growth-oriented strategy 
gave rise to imbalances, however, in both the public sector and external 
accounts. As a result, the public sector borrowed heavily from external sources 
to finance the growing gap between saving and investment. Planners perceived 
that this strategy, if continued, would hurt Malaysia's economic and financial 
stability.2/ 


The government made major adjustments in domestic expenditure policy 
beginning in 1983 to ensure long-term viability of the economy. The government 
reduced the budget deficit from 20.4 percent of GNP in 1981 to 4.7 percent in 
1985, and reduced the current account deficit from a peak 14.1 percent of GNP 
in 1982 to 2.1 percent in 1985 (see Table 2). 


Despite these improvements, however, economic conditions in 1986, when 
the Fifth Malaysia Plan (1986-90) was launched, were more severe than expected. 
International commodity prices, after recovering in 1983-84, collapsed across- 
the-board in 1985-86, severely affecting personal incomes and government revenue. 
_The property market, after a boom in the early 1980s, experienced a similar fate. 
Private investment activity collapsed as profit margins were squeezed and other 
structural problems dampened the business climate. The slow growth in government 
revenues during this period caused the government to intensify efforts to 
consolidate public sector finances. It revised downward the public sector 
development expenditure for the Plan period from US$74 billion to US$47.7 
billion. Table 3 shows the decline since 1984 in capital or development 
expenditure as percent of GDP for the federal government and for the entire 
public sector (federal government, state government, statutory bodies, and non- 
financial public enterprises). The deflationary impact of all these developments 


led to a negative economic growth of -1 percent in 1985 and a positive growth 
of a mere 1.2 percent in 1986. 


Z/ By late 1982, the expansionary countercyclical policies of earlier years 
seemed sustainable without at the same time incurring a balance of 
payments problem. It was also evident that the timing of the 
countercyclical policies, given the usual time lag between decisions and 
implementations, had instead a procyclical impact on the economy. 
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To compensate for the slowed public spending and to speed economic 
recovery, planners encouraged the private sector to take the lead in fostering 
growth. The government recognized that several structural constraints in the 
Malaysian economy would constrain growth and equitable distribution; so planners 
introduced policy changes aimed at enabling the private sector to expand its 
activities, particularly in agriculture, manufacturing, construction and tourism. 


Believing that macroeconomic measures alone could not’ solve 
unemployment or slow growth, the government gave equal emphasis to microeconomic 
reforms that enhanced efficiency and productivity. 


Monetary policy during the Fifth Malaysian Plan facilitated growth and 
provided liquidity for private investment. Interest rates were brought down and 
a New Investment Fund was set up to channel funds into the productive sectors. 
Exchange rate policy was reoriented to allow the ringgit to find its equilibrium 
level according to market fundamentals. Tax incentives were improved, 
particularly by reducing corporate tax rates. Industrial licensing practices 
and guidelines on foreign equity, acquisition of assets, and expatriate 
employment were deregulated. All these liberalization and deregulatory measures 
improved the investment climate and helped Malaysia to compete in export 
production and in attracting new foreign investment.3/ 


While the world economy continues to face uncertainties and there are 
signs of softening in the prices of major commodities, the Malaysian economy has 
grown remarkably since 1987. The economy is increasingly driven by domestic 
demand, and this is likely to be sustained over the medium term. This domestic 
expansion stems from increased private sector production and from increased 
private consumption as profits from the export-led recovery in 1987 and 1988 are 
fully transmitted to the rest of the economy. In addition, increased efficiency 
and competitiveness by many private enterprises has helped Malaysia capture a 
larger share of foreign markets. Based on these factors, overall output over 
the 1986-90 period increased by an estimated 6.4 percent. The original Fifth 
Plan target was 5 percent. This was no small achievement considering that the 
economy was in its deepest recession in post-Independence history at the 
beginning of the Plan period. Per capita income in current dollar terms rose 
37.8 percent over the five-year period. The challenge for the future is to 
formulate policies that build on _ success, by continuing to enhance 
competitiveness and business confidence. 


The objectives of eradicating poverty and restructuring society did not 
receive the attention they deserved during the recession. The government 
emphasized growth first, as there could be nothing to redistribute without 
growth. With the easing of short-term pressures, more attention is now being 





ay: The value of total gross exports (excluding services) increased almost 
80 percent from M$38 billion in 1985 to M$68.1 billion in 1989. Over 
the same period of comparison, foreign direct investments in ceo 
increased more than seven-fold from Bea; 2 billion in 1985 to MS$8.6 
billion in 1989. 
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given to equitable distribution. This will help foster the socially and 
politically stable environment in which growth can proceed unhampered. 


Despite the disruption caused by the recession, substantial progress 
has been made over the last 20 years in laying a solid foundation for growth. 
Imbalances in income distribution have been reduced; a substantial proportion 
of the population is now above the poverty line. Per capita household income 
grew.3.75 percent annually over the last 20 years (see Table 4). The incidence 
of poverty has been reduced from 49 percent of households in 1970 to 15 percent 
by the end of 1989, exceeding the target of 17 percent set when the New Economic 
Policy (NEP) was initiated. 


Generally, tax, monetary, trade, and social welfare policies have been 
appropriate to effect the objective of income improvement. Despite declines in 
the terms of trade of 1.2 percent in the late 1980s, real income growth has been 
fairly strong at 5 percent a year as output increases improved the income terms 
of trade. 


Inter-ethnic income inequalities are narrowing. Household income among 
Bumiputeras grew almost 6 percent a year since the NEP was launched, faster than 
that for other ethnic groups. Still, as of 1990, the average Bumiputera 
household income remained below that of Chinese and Indian households. The types 
of economic activities of each community and the level of asset ownership account 
in part for the different income levels. Self-employment in agriculture, for 
example, accounts for a larger proportion of Bumiputera rural household income 
than it does for other ethnic groups. And in paid employment, Bumiputeras earn 
most of their income from the service sector, including government. The Chinese, 
on the other hand, obtain theirs from trade, transport, and financial services 
in urban and rural areas. 


An area of concern is the inequality between the richest and poorest 
households and within each community (see Table 5). The mean income of the top 
10 percent of households throughout the country, at M$9,415, is about 18.5 times 


that of the bottom 10 percent, at M$510. The range of inequality is greatest 
within the Malay community. 


It is useful to examine in more detail the effect of the government's 
NEP on Malaysia's growth, inflation, unemployment, balance of payments, income 
distribution and quality of life. 


Growth 


On a philosophical plane, there are two diametrically opposed analyses 
of NEP and growth: 


(a) that the NEP has been a serious impediment to growth, directly and 
indirectly. Indirectly, it alienates most dynamic makers of growth so 
that they do not maximize the full potential for rapid and dynamic 
growth. It is also argued that by not concentrating single-mindedly 
on growth, by being diverted by objectives that are not based on 
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efficiency considerations, Malaysia has denied itself the growth that 
it is fully capable of achieving. 


(b) that the NEP has been positive for growth. Government investment and 
intervention have helped the economy when there has been a failure or 
shortfall in the private sector. It has been shown empirically that 
there is a strong positive correlation between government spending and 
private investment.4/ Another aspect of this argument is that without 
an effective program of affirmative action, Malaysia would have 
suffered either ethnic violence or chronic political instability, 
making sustained growth impossible. The NEP is therefore seen as a 
necessary precondition for healthy and sustained growth, and a policy 
of pursuing growth without adequate equity consideration is seen as 
the ultimate antigrowth policy. 


Average annual growth of 6.5 percent over the last 20 years, compared 
with the original NEP target of 8 percent, is therefore seen as creditable 
performance for any developing country. That such growth took place despite the 
turbulent external economic environment of the 1970s and 1980s is a tribute to 
development planning in Malaysia. What is more, this growth occurred along with 
price stability and improved income distribution. 


Inflation Performance 


Inflation in Malaysia was generally under control except during 1973- 
74 and 1980-82. During these periods, inflation was of the cost-push variety 
and was due to the rising cost of imports. Demand-pull inflation, resulting from 
the government’s reliance on money creation to finance its budget deficits or 
the banking system's reliance on money creation to finance its credits to 
industries, is virtually unknown in Malaysia. The Central Bank has almost 
complete control over both money creation processes and its policy has been to 
preserve price stability. The Central Bank controls the cash reserve ratio and 
sometimes imposes direct ceilings on each bank's credit expansion. 


Government deficits are funded mainly from social security 
contributions and other non-inflationary forms of financing. Net domestic credit 
is therefore not synonymous with government deficits in Malaysia. The relation 
between NEP objectives and inflation hinges on the amount of government funds 
required to support the NEP. If the policy leads to large government deficits 
that contribute to increasing net domestic credits, then it may increase 
inflation. The record of price increases in Malaysia since the implementation 
of the NEP in 1971 does not indicate that the policy has contributed to 
inflation. 





4/ See for instance "Malaysia: Matching Risks and Rewards in a Mixed 
Economy," Report No. 7208-MA, World Bank, Washington, D.C., October 
1988. 
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Employment Performance 


Development planning with respect to employment changed considerably 
after 1971. Emphasis shifted from rapid economic growth to solving the nation’s 
socioeconomic problems. The government became particularly concerned with 
employment, and began implementing programs to increase and redefine employment 
opportunities in favor of the Bumiputeras. One strategy was export-oriented 
industrialization, which expanded labor demand because of Malaysia's comparative 
advantage in labor-intensive manufacturing. Export-processing free trade zones 
were established starting in 1972 to absorb surplus labor from the agricultural 
sector. In 1971, the government also tried to rectify capital bias of 
manufacturing sector incentives by repealing the payroll tax and offering such 
incentives as Labor Utilization Relief. 


Under the NEP, the government expanded its involvement in the economy. 
It accelerated public spending and increased public ownership in the industrial 
and commercial sectors. Public expenditure was designed to expand and 
restructure employment in favor of the Bumiputeras; but the sharp expansion of 
employment opportunities benefited the other ethnic groups as well. Between 1970 
and 1980, employment for all of Peninsular Malaysia grew at an average annual 
rate of 3.5 percent, while the labor force grew at 3.2 percent. Unemployment 
during this period consequently fell from 8.1 percent to 6.5 percent for the 
Bumiputeras, from 7 percent to 3.9 percent for the Chinese, and from 11 percent 
to 6.3 percent for the Indians. 


The NEP expedited the normal process of change in the sectoral, 
occupational, and ethnic composition of employment brought about by economic 
growth. Ink 10. the primary sector accounted for 56 percent of total 
employment. By 1988, only 36 percent were employed in the primary sector--a 20 


percent decline. The secondary and services sectors absorbed relatively more 
of the labor force. 


On the supply side, better education for all ethnic groups, especially 
the Bumiputeras, helped to change the ethnic composition of the labor force and 
create a more equitable employment profile. Education has been an important tool 
for upward social mobility under the NEP, and therefore the government has been 
emphasizing formal education. 


Balance of Payments Performance 


The main factors in Malaysia's balance of payments are merchandise; 
services; long-term capital movements such as public borrowing and corporate 
investment; and private capital and unrecorded transactions such as short-term 
capital movements by commercial banks. 


Malaysia's balance of payments since the NEP was implemented in 1971 
has been largely favorable. In the 1970s, Malaysia amassed surpluses in its 
merchandise balance; the 1980s were also good years except for small deficits 
during the global recession years of 1981 and 1982. In contrast to merchandise 
though, Malaysia's services account has continually run at a deficit. This 
deficit has escalated from US$862 million in 1970 to an estimated US$10.8 billion 
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in 1989. Services have been the weak spot in Malaysia's balance of payments 
position; in most cases, favorable surpluses in its merchandise accounts have 
been adversely affected by equally large deficits in the services accounts. 
Fortunately, however, Malaysia's merchandise balances have fully offset the. 
services account deficits in most years. 


In terms of Malaysia’s overall balance of payments, deficits in the 
current account were financed more than adequately by the inflow of foreign 
capital in the 1970s. Private investments made up the bulk of this capital. 
In the 1980s, however, the inflow of private investment was not sufficient to 
finance the deficit, which had become larger. As a result, Malaysia had to 
borrow heavily outside the country, which increased payments on the services 
account through loan servicing. Between 1981 and 1983, external borrowings 
doubled, from M$3 billion to M$6.2 billion. Starting in 1984, Malaysia adopted 
measures to consolidate public sector finances. Coupled with improvements in 
the merchandise balance, the measures helped improve the overall balance of 
payments. 


A major contributor to the services outflow is investment income, which 
has accounted for more than 50 percent of the services deficit since 1983. Net 
investment income outflow increased from M$355 million in 1970 to an estimated 
M$5.8 million in 1989. It has been argued that net investment income outflows 
could have been slower if the NEP had not inhibited reinvestments by foreign 
firms operating in Malaysia. This argument is not convincing for at least two 
reasons. First, the problem with all "could have been" propositions is that they 
rely on deductive logic rather than inductive analysis and empirical evidence. 
Empirical evidence shows that an established firm's decision to expand operations 
or initiate new productive activities is based on the profitability of the 
project rather than on the NEP. Second, if foreign firms operating in Malaysia 
were attracted in the first instance by the high rate of return on their 
investments, it is only natural that they repatriate profits to pay shareholders. 
As Malaysian multinationals grow in strength and invest abroad, a trend that is 
already evident, growth in net investment income outflows may gradually be 
reduced. 


Another significant contributor to the service account deficit is 
travel, which includes remittances to Malaysian students studying abroad. In 
1981, travel outflow was M$672 million; it reached M$1.6 billion in 1988. This 
increase was due to the large increase in the number of Malaysian students the 
government sent overseas for education in the 1980s. The relationship of travel 
to the NEP can be seen from two perspectives. First, the NEP sought to 
restructure employment and create viable commerce and industry in the Bumiputera 
community. To the extent that the government, in pursuing this goal, sponsors 
a large number of students in their studies overseas, it may exacerbate the 
travel component of the deficit. Second, the lack of higher education 
opportunities for non-Bumiputeras in local institutions necessitates their going 
abroad on private funding. This indirectly relates to the social engineering 
objective of the NEP, and also exacerbates the travel outflows. 


Balances on long-term capital accounts have been more favorable to 
Malaysia since the NEP was implemented. Easy and preferential access to capital 
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markets has ensured a sufficient flow of long-term official capital for 
development, except for 1987-89, when prepayment and repayments of long-term 
loans exceeded the income from new loans. Coupled with a steady inflow of 
corporate investments, which reflect Malaysia's generally good business climate, 
the overall balance has been in surplus in all years except 1988. 


On the whole, the pursuit of NEP objectives can therefore be said to 
have had no negative effect on Malaysia’s balance of payments. 


Income Distribution Performance 

Since 1970, the government has implemented a number of income 
generating and other programs to eradicate absolute poverty. Agricultural 
development is the core of the strategy. Target groups also receive subsidies, 
public housing, and other basic amenities. The reduction in poverty since 1970 
has contributed to improvements in income distribution. 


Also helping to even out income distribution are rising income levels, 
corporate ownership and management, greater regional balance, and social 
engineering programs in such areas as employment by sector and occupation. 
Social programs that emphasize production are important since ownership of 
productive assets allows the expansion and deepening of human and non-human 
capital formation, higher output, and greater social mobility. 


Improvements in the entire range of socioeconomic indicators over the 
past 20 years testify to the enhanced quality of life of all Malaysians, 
irrespective of race (see Table 6). The various programs under the NEP might 
have benefited some segments of the population more than others, but this was 
due to the overzealousness of some administrators rather than to the design of 
their programs. 


PROSPECTS FOR THE FUTURE 


Malaysia's prospects for the 1990s will depend on the international 
economy, and on further reforms aimed at attaining sectoral targets for the 
coming decade. Policymakers now see the economy’s exposure to the external 
environment not as a handicap but as a challenge to growth. Since fluctuations 
in commodity prices and foreign investment are a reality, policymakers will be 
trying to increase efficiency within the economy to strengthen Malaysia's 
competitiveness in the international arena. Government policy will concentrate 
on maintaining an appropriate fiscal, monetary and trade policy mix. It will 
support and help revitalize the primary sector, expand and upgrade the physical 
and social infrastructure to avoid bottlenecks and interruptions in production 
and improve the environment for small- and medium-scale businesses. 


Global Economic Prospects 


Several fundamental economic issues remain unresolved and make growth 
prospects of developing countries, including Malaysia, uncertain. Although the 
recovery of industrial countries from the recession of 1980-82 has been strong 
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so far, the mix of fiscal, monetary and trade policies, and the resulting pattern 
of world trade and growth has changed. Prospects for sustained growth of the 
world economy in the 1990s will be influenced by current international efforts 
to contain inflation, bring down real interest rates, resume the flow of 
financial resources to developing countries, stem the rising tide of 
protectionism, and reverse the decline in real commodity prices. 


Recent efforts to address these issues augurs well for the sustained 
growth of the world economy, at least over the next three years. Stabilization 
and restructuring efforts in many countries have been completed or are under way. 
These measures, aimed at improving efficiency in resource allocation and 
increasing productivity, have helped allay the threat of another world recession. 
An encouraging trend is that most countries, irrespective of income level or 
ideological persuasion, are relying more on the private sector and market signals 
to direct the allocation of resources. If successfully implemented, these 
reforms should result in sustained global economic growth as the 21st century 
approaches. 


The creation of a unified market by 1992 in Western Europe under the 
Single European Act would stimulate growth in the region and boost demand for 
the exports of developing countries. Although there is some threat of greater 
protectionism if "Fortress Europe" materializes, this is not a likely trend given 
the trade liberalization policies of many European Community members. 


The recent political events in Eastern Europe and the structural 
reforms being undertaken along free market principles also augur well for 
expanded trade opportunities for the developing world. Many of the developing 
countries would be in an advantageous position to supply goods to meet unleashed 
consumer demand in these countries. Developing countries are concerned that the 
diversion of financial and investment flows from them to Eastern Europe might 
slow their own capacity to spur growth. However, this is unlikely in the 
immediate future given the lag time needed by Eastern European countries to 
develop entrepreneurial skills, infrastructure and the right regulatory framework 
to absorb foreign direct investment. 


To take advantage of the new opportunities, developing countries must 
take a proactive stance and develop new trading and production arrangements 
through joint ventures and integrated production processes to expand their market 
shares in Western and Eastern Europe. The upper-middle-income countries of the 
developing world are already strengthening their trade and investment ties with 
Europe to establish an early market presence in the region. This will enhance 
the expansion of world trade and their own growth prospects. Malaysia has 
already embarked on such a strategy. 


There are several downside risks to this optimistic forecast for the 
world economy over the medium term. First, differences in productivity growth 
among the leading industrial countries on the one hand, and between the leading 
industrial countries and the more successful developing countries on the other 
hand, could create tension and increase protectionism. Second, a lack of policy 
coordination on the monetary front could cause price pressures to escalate. 
Third, currency market fluctuations could exacerbate the global debt problem and 
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affect the management of structural adjustment programs in developing countries. 
Finally, developing countries’ capacity to absorb new technologies and foreign 
direct investment depends on availability of external financing. If such 
resources are not readily available, the technology and income gaps between 
developed and developing countries, particularly those that are debt-ridden, 
could widen. 


Prospects for the Malaysian Economy 


Given the openness of the Malaysian economy, its growth in the 1990s 
will depend on the country’s ability to take advantage of an expansion in world 
trade. Stabilization and structural reform measures since the 1985-86 recession 
have put the economy on a solid footing for broad-based sustained growth in the 
1990s. Real GDP growth on average for the 1990s is projected at 6-7 percent 
yearly. This is premised on several factors. First, the high rates of saving 
and investment over the past three years are expected to increase. Second, the 
government’s microeconomic reforms, especially in public enterprise management, 
labor legislation, and financial services, have improved domestic macroeconomic 
management. Third, efforts to develop human resources have helped eliminate 
skill shortages and have created an increasingly well-educated and diligent work 
force. Fourth, monetary and tax policies will continue to emphasize the 
competitiveness of manufactured exports, which will capture an increasing share 
of total exports. Finally, political stability is expected to be maintained 
despite minor upheavals from opposition parties before this year's elections. 


The economic structure that is likely to emerge in Malaysia by the year 
2000 will be the result of sectoral developments that are now taking place. 
These trends are expected to continue into the next decade. While the primary 
sector (agriculture and mining) provided the thrust for growth in the 1970s and 
1980s, the secondary sector (manufacturing and construction) will assume this 
role in the 1990s. The closely related tertiary sector will show similar 
vitality. 


The recovery in private consumption will continue over the medium term, 
as a delayed response to the higher incomes of the past three years. The 
consumption growth has resulted not only from the increase in commodity prices, 
but also from public and private sector wage adjustments, and from a wage policy 


increasingly tied to profitability and productivity, both of which have increased 
in recent years (see Table 7). 


Another stimulus to growth will be increased investment, both private 
investment in manufacturing and government investment in the physical and social 
infrastructure. Increased private investment in manufacturing, construction, 
transport and other services will occur for several reasons. First, the more 
mature Asian economies, notably Japan, Taiwan, and Korea, have tried to 
compensate for the disadvantages of strong currencies and rising labor costs by 
manufacturing overseas. Second, Malaysia, with its well developed and 
diversified infrastructure and political stability, has a comparative advantage 
in attracting such investment. Third, with tourism increasing, investment in 
related services and in hotel and resort construction will continue through the 
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1990s. More government expenditure will be needed to eliminate infrastructural 
bottlenecks to enable the private sector to continue to expand (see Table 7). 


The external sector will be a drag on growth in the short to medium 
term and a boost to growth over the long term. The trade surplus is declining 
from its peak in 1987 because imports are growing faster than exports. This 
trend reflects the higher level of private investment and the resulting increase 
over the short term in capital and intermediate goods imports. Over a longer 
period, this will change, as intermediate goods come increasingly from domestic 
industries, reducing imports, and as the value-added from manufacturing 
increases, enhancing exports. 


PROBLEMS AND RISKS 


The main risk to the Malaysian economy is its exposure to external 
price shocks. Both the agricultural and mining sectors will face declining 
prices of major commodities from the peaks reached in 1988 and 1989. The price 
of crude oil will stabilize at US$15-16 a barrel because of surplus production 
by OPEC, slower growth and consequent lower usage in the OECD countries, and more 
efficient use of oil. The prices of palm oil, rubber, and cocoa will also face 
long-term declines, due to supply exceeding demand or the increased use of 
cheaper substitutes. The only bright spot is timber, for which current 
conservation efforts will curtail supply and lead to a 40-50 percent price 
increase over the medium term. The economy might not be damaged from price 
declines, however, since producers tend to increase output (as with crude oil), 
and agricultural production will increase naturally as a result of earlier 
efforts to expand planted acreage. 


Inflationary pressures also could hamper sustained economic growth. 
Inflation has increased moderately over the past two years due to depreciation 
of the ringgit, to wage adjustments, and to the increase in aggregate domestic 
demand that accompanied the economic recovery (see Table 8). Price increases 
on imports have also contributed to inflation. Two factors that might mitigate 
inflationary pressures are the recent appreciation of the ringgit, which is 
expected to continue in the short term, and the slack residential housing market, 
which will keep residential rents and property prices low. About 30 percent of 
the consumer price index (CPI) is influenced by import prices; rent carries a 
weight of about 15 percent. 


Unemployment will stay high at 6-8 percent throughout the 1990s (see 
Table 8). The labor force is growing rapidly at 2.9 percent, or 200,000 persons 
a year. This does not include the inflow of illegal foreign workers. Assuming 
that the current labor demand elasticity of nearly 0.5 prevails during the 1990s, 
a GDP growth of 6-7 percent annually would imply labor demand growing at the same 
rate as the labor force. Consequently, the absolute level of unemployment will 
not change. Unless GDP growth can be kept above 7 percent, the chances of 
bringing down unemployment are not bright. The structural problems of 
unemployment will be alleviated by policy reforms in human resource development 
to eliminate skill shortages in specific sectors of high growth industries. More 
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market-oriented industrial training programs are needed and the labor market 
information system should be strengthened. 


In external accounts, the merchandise balance will strengthen over the 
medium to long term, primarily because of the surge in manufactured exports. 
However, the perennial weak spot, the services account, is unlikely to improve 
(see Table 9). The policy for the 1990s will therefore be to enhance this 
sector’s contribution to GDP growth and employment, and to reduce the large 
services trade deficit. While deficits and surpluses will occur year to year, 
the overall balance of payments policy will attempt to create a balanced profile 
over the long term. Current projections indicate that this policy is likely to 
be successful. 


Increased public sector spending to support private investment growth 
has sparked concerns that the public sector deficit and debt level will rise 
again. This is unlikely to happen given the excellent debt liability management 
system in place. Foreign debt has declined over the past two years, even in 
ringgit terms, to M$47.3 billion, as a result of prepayments by the public and 
private sectors. The debt service ratio has fallen from 13.3 percent in 1988 
to 9.6 percent by 1990. The decline is expected to continue in the coming 
decade. However, if the buoyancy of federal revenue collections continues to 
decline and expenditures go above projected levels, domestic and foreign 
borrowing might have to increase, thus reversing recent gains. 


CONCLUSION 


After the recession of 1985-86 and the implementation of stabilization 
and structural adjustment measures, the Malaysian economy is back on a high 
growth track. Barring severe external macroeconomic shocks, GDP growth is 
projected at 6-7 percent yearly in the 1990s. 


The economic policy environment has also improved, and political 
stability has enabled the government to adopt pragmatic policies emphasizing 
growth rather than equity alone. Malaysia is one of the few countries in the 
world to reduce its foreign debt. Even with a relaxation of development spending 
in the short term, the debt service ratio is likely to decline, given the growth 
in exports. The surge in foreign investment is due to fortuitous as well as 
planned factors. The recent political events in China and Indo-China, the 
infrastructural bottlenecks in Thailand, and the political instability in the 
Philippines have made Malaysia more attractive to Japanese, Taiwanese, Hong Kong 
and Korean investors. The planned factors include the elimination of factor 
market distortions in the labor and capital markets, development of the 
infrastructure to allow continued expansion of the private sector, government 
efforts to increase the supply of skilled labor, the incentive package for 
foreign investors, and a more pragmatic approach in implementing the NEP. 


While the NEP has succeeded over the past 20 years in reducing poverty 
and achieving more equitable distribution of income, planners«must now address 
the pockets of hard-core poverty. The conditions that prevailed when the NEP 
was initiated have changed; pockets of poverty, however, have been persistent. 


= 13 e- 


There are several reasons for this. First, the gaps in mean income between 
ethnic groups have narrowed. Second, ethnic occupational inequality in some age 
groups have narrowed. Third, while younger members of the ethnic groups have 
benefited from NEP income earning and/or equity-ownership schemes, the older 
generation has reaped fewer gains. From a policy perspective, it is important 
to separate beneficiaries from nonbeneficiaries and focus on the latter. This 
is especially important given the reduced government presence in the economy and 


the government's consequent reduced capacity to fund large-scale socioeconomic 
programs. 


The institutional mechanisms are essentially in place to continue 
eradicating poverty and restructuring society. Distributional programs are 
starting to target vulnerable groups identified through better screening 
practices, and to help them benefit from the economic growth. A more efficient 
allocation of private sector resources might be encouraged if the government were 
to adopt tax penalties for non-compliance or tax incentives for compliance, 
rather than relying solely on present industrial licensing practices. 


The reforms in the economy since the 1985-86 recession, as well as 
prevailing domestic and international economic factors, suggest sustained growth 
for the Malaysian economy, and progress in distributing the benefits of such 
growth more equitably. 
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Table }: 


OVERALL 
MALAY 
CHINESE 


INDIAN 


Source: 


AVERAGE PER CaPITA HOUSEHOLD INCOMES 
PENINSULAR MALAYSIA : 


ANNUAL INCOME 
(M$) 

1970 1987 
744 27761 
HO? +2, 245 

15052 3,715 
S48 2,640 


Economic Planning Unit ; 
Human Resources Development Report, 1989 


1970 AND 1987 


ANNUAL GROWTH 
CONSTANT PRICES 
(2) 


3.79 


aprll 
3.46 
eS) 


RELATIVE TO 


OVERALL 
(2) 
> -19/0'US AS37 
100.0 100.0 
66.1 81.3 
138.7 134.6 
127.4 2G 


- 142 - 


Table 5: PER CAPITA HOUSEHOLD INCOMES BY INCOME 
DECILES PENINSULAR MALAYSIA : 1987 
(RINGGIT PER YEAR) 


ee 
(2) OVERALL MALAY CHINESE INDIAN 
1 - 10 510 433 875 "596 
11 - 20 845 704 1,327] 906 
21 - 30 1,110 975 1,120 
31 - 40 1,388 [ie 2h) 1) ser 
41 - 50 1,708 1,390 2,413 1,601 
51 - 60 2,089 1,706 2,909 1,927 
61 - 70 2,592 2,112 3,579 2,370 
71 - 80 3,355 2,715 4,478 3,028 
81 - 90 4,610 3,798 5,953 — «4,212 
91 - 100 9,415 . 7,564 11,957 9,353 
1 - 100 2,761 2,246 3,715: 2,640 





Source: Economic Planning Unit 
Human Resources Development Report 


Table 6: 


1970 

PRIMARY SCHOOL 
ENROLMENT RATIO: a/ 88.2 
PUPIL/TEACHER RATIO. 
(PRIMARY AND SECONDARY LEVEL) 28.9 
NUMBER OF GOVERNMENT 
HOSPITALS AND CLINICS 359 
POPULATION PER DOCTOR 4,254 
CRUDE BIRTH RATE 
(PER 1000 POPULATION) 32.4 
CRUDE DEATH RATE 
(PER 1000 POPULATION) 6.7 
INFANT MORTALITY RATE : 
(PER 1000 LIVE BIRTHS) 39.39 
LIFE EXPECTANCY 
(AGE IN YEARS) 

MALES 61.6 

FEMALES 65.6 
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SELECTED SOCIO-ECONOMIC INDICATORS 


1975 19801985 
96.0 3.6 6.4 
50.5 65 2.4 
451 Loe. 128 
44,650 3,800 3,174 
30.7 30.9 31.9 
6.0 5.3 5.0 
32.14 23.85 16.45 
64.3 Gi © tee 
68.7 70.5 72.4 


1987 


o/al 


1,320 
2,853 
2355 

4.7 


15.24 


68.4 
15.0 





a/ Primary school enrollment as a percent of primary school-age population, 


i.e., 6-11 years. 


Source: Economic Report, 1988-89, Ministry of Finance, Government-of Malaysia 
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Table 7: NATIONAL ACCOUNTS 
(in current and constant 1978) 


1980 1985 1986 1987 1988 1989 1990 
GDP : 
Local Currency 52, 40Oe 77,547 - chk28 738,711. 90, BOG POL tel Lit 776 
Ah Slze° 37,080. 37,852 (00 $28 “66 258 Fe ii 
US$ 24,493 31,239 27,783 31,644 34,684 37,338 . 41,399 
20,451 23,022 22,419 24,188 25,308 26,489 28,560 
Share to GDP (%) 
Consumption 67.1 67.3 67.9 62.7 63.6 66.7 67.0 
' 72.3 67.7 62.1 60.1 62.3 65.2 65.0 
Private 50.5 §2.0 ey ee 47.4 49,3 52.6 §3.6 
54.9 §1.3 45.6 44,2 — 47.0 §0.2 50.6 
Public tae wisi) api OST et a eee 
17.4 16.5 16.5 15.9 15.3 b5.1 14.4 
Investnent aia 29.8 26.3 22.3 re Ve | 28.4 30.4 
31.3 31.3 25.2 22.3 24.3. 2852 29.6 
Private 19.5 15.8 3 14,0 14.8 17.7 Lv 
ey $30: 16.6 | ee 14.0 14.9 17.5 18.8 
Public 11.6 14.0 12.0 8.9 9.3 18 We! ee SAS hal 
1G iy, 14.7 11.6 8.9 4.4 10.6 10.8 
Change in stocks ae a eee CT ag 
“0.7 “2.2 “0.3 0.4 2.0 0.2 -0.6 
Export 57.5, §4,9 §6.2 63.8 67.4 74.8 74.0 
50.8 $5.8 61.6 ~ 66.9 68.8 75.5 74,9 
Inport §5.0 49.7 50.1 49.49 $7.2 70.2 PUed 
$3.7 §2.6 48.6 50.3 57.4 69.1 68.9 
Real Growth Rate ($) 
Consusption = 15.4 20.3 “7,3 1.9 12.9 1963 i) 
Investaent 24.7 28.4 “18.4 “4.4 iSad 25.6 13.0 
Exports a¢ 40.9 11.8 14.4 11.9 18.8 6.7 
Isporte 20.5 25.7 “6.5 , 24.2 30.4 Lea 


Source: Department of Statistics 
EPU 
Government of Malaysia 
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COMMENTARY BY FRANK LYSY 


First of all, I'd like to thank the conference organizers for the 
opportunity to comment on this very interesting paper. However, I should note 
part of the disclaimer that my knowledge of Malaysia is from a period of the mid- 

to late 1970s. I haven't really stayed current on what has been happening in 
the 1980s in dealing with Latin America, Venezuela, most recently. 


Now, I can’t comment on the most recent developments or in most 
details, but it must be an obvious sign of creeping old age when you can remember 
stuff that is at least a decade out of date. 


The paper before us I think presents a very good description of 
developments in Malaysia over the last two decades, on particularly the 
government policies, and I think I agree basically with what Dr. Gnanathurai has 
been saying. There is very little to quibble with. Instead, what I want to do 
is focus my remarks on the Malaysia case itself and particularly the long-term 
growth record of Malaysia over the last two decades. I think there’s a lot that 
can be learned from this and I would recommend a similar type of analysis for 
other fast-growing economies in East Asia. 


The purpose of the conference is global prospects; I mean, what may 
be happening in the 1990s. But I think before you can project into the future, 
we should more or less try to understand what has been happening in the past and 
when you look at the record of Malaysia, I would come to the conclusion that as 
economists, we really don’t know very much of what has worked in the past or why. 
We know very little about these long-run determinants of growth. 


_ The growth record in Malaysia itself I think has been excellent in 
all respects. The figures I'1l be citing are from some World Bank data. They 
differ from, like most countries in the world, from some of the data courses, 
from national sources of the IMF or the UN and so on, but I think in the thrust 
it’s basically the same. First of all, the long-term growth record has been that 
over about three decades, 1960 to ‘89, they have had an average growth of GDP 
of 6.6 percent a year, 6.6 percent a year for 290 years means something gross 
from a one to a factor of 6.4, with population growth around 2.6 percent or so 
average during the period. You can work out--the per capita income would start 
from a level which is not too far above what the IDA cutoff is for countries to 
something that is pretty much approaching the IBRD graduation limit, all within 
a period of three decades or so. 


That’s a very impressive record. What I find even more surprising 
is the steadiness of the growth. Over the 18 years where I had detailed data, 
the overall growth was also 6.6 percent, but they had only four years within that 
period where the growth was less than 5.8 percent. Now, one of those was the 
growth of 5.7 percent--I mean 5.3 percent--I'm sorry, which I would not discount; 
and the other three years as Dr. Gnanathurai said, was in 1975, when it was .8 
percent, 85 and 86 when there was a recession. But except for those three years, 
basically, there has been an amazing long-term growth record over a period of 

more than two decades. 
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Also during this period, inflation has been very, very low. I speak 
to this coming from Latin America, but the domestic absorption deflator during 
this period grew at a rate of 4.4 percent over this period 1971 to ‘88, and it 
was only four years where there was more than five and a half percent. And I 
think the peak was 10.8 percent in 1973 or '7/4. It’s also very low. 


Such a growth record with this high average, very little volatility, 
low inflation, would be the envy of almost any country in the world, especially 
Latin America, and it’s something I think we should try to explain. Now, 
Malaysia specialists in general focus on what went wrong, and that’s rightly 
so; I mean, they can complain about the recession in '85-'86, but in the long 
term perspective, it’s still an extremely impressive record. I think of all the 
countries that one might compare it to it may be matched only by perhaps 
Singapore, it’s neighbor. Higher growth in a few other countries in East Asia 
like Korea and Taiwan was also accompanied by greater volatility, higher 
inflation. Even Japan had a lower growth rate. 


Now, there were some problems, of course. There were the imbalances 
that started to build in the early 1980s, ‘81 to ‘83, when the current account 
deficit went to over 10 percent of GDP. This culminated in an '85-'86 recession 
that it seems to be coming out of that now. But the question now that I'd like 
to pose is why? Why did we get such a record? 


If the record had been a poor one, I think we would have a lot of 
reasons to explain why there was a poor record. You could start with commodity 
dependence. The terms of trade have been very volatile, so that over the period 
'71 to '88, they've risen or fallen in some years by more than 8 percent. 


Now, with exports starting at roughly 40 percent of GDP in the early 
70s growing to 74 percent by '89, these terms of trade changes have a very major 
impact on real national income, and if you look at the terms of trade adjustment, 
the amount that has changed in any year is added or subtracted to GDP by an 
amount that, in terms of the year to year changes, is more than 4 percent of GDP 
for 9 out of the 18 years. These are very big shocks for any economy, and yet 
they seem to have absorbed it without a whole lot of difficulty for some reasons. 


Another excuse you might use is the fluctuating export growth rates 
themselves, with exports forming such a large share of GDP. That growth was more 
than 10 percent per year in 11 out of those 19 years, and less than 2 percent 
in five out of the 19 years. So the fluctuations year to year, positive or 
minus, were very large. Yet, a similar thing with import growth. Nine out of 


the 19 years, it grew by more than 10 percent; it was negative in five out of 
the 19 years. 


Fixed investment growth also showed a lot of volatility. The fixed 
investment share of GDP as a whole was not especially high for most of the 
period; it was around 22 to 26 percent. It was higher in the early 1980s to mid- 
1980s, which were the years of the deficits. What we found was that growth 
didn't go higher; rather, the ICORs we calculated went higher and this culminated 
into the recession in '85-'86, and in a certain way it is not sustainable: you 
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can’t really say the higher investment share helped growth. Savings also 
fluctuated by enormous amounts year to year. 


In addition, on the government itself, most of the basic theology 
is that government deficits are very bad. If you look in the case of Malaysia, 
using some World Bank data, the government deficit, the overall public sector 
deficit, was more than 5 percent of GDP in 15 out of 17 years. It was more than 
10 percent of GDP in four years out of those 17. Normally, we would say that 
the long run sustainable deficit would be far below this 5 percent, and yet 
Malaysia seems to have absorbed it pretty well. 


There has been a large government in general. If you look at total 
government expenditures, they have been on the order of 25 to 43 percent of GDP 
during this period. If you have advocates of larger governments or smaller 
governments, you could probably find evidence supporting both opinions. In the 
case of Malaysia, the government share was growing from the early 1970s to about 
1982; it has been falling from ‘82 until recently. 


The deficits were clearly excessive in the period 1981-83 and led 
to this recession in 1985-86 but it was really more the deficits, if you want 
to blame anything than the size of government, I would say. 


One would then ask, well, if you have large deficits won’t you get 
high inflation and, of course, the answer is no. Inflation was low at 4.4 
percent a year. Money growth has been extremely rapid. It averaged 16 percent 
a year from 1971 to ‘88, obviously rising as a share of GDP as a result; and yet, 
with such a rapid growth of the money supply, inflation has been very moderate, 
one of the best records in the world. 


Racial divisiveness could also be an area to blame. If growth had 
been poor, you would say, well, the racial communities have led to divisions 
and that’s going to lead to problems. As the author knows, the Malays dominate 
in the government; the Chinese in trade, finance and industry, and since the 
early 1970s, sparked by the ethnic riots in 1969, the government has followed 
strong policies to promote the Malays and other indigenous groups. This has 
been controversial, as the paper notes, and it led to a case where really the 
income disparities among Malays were higher than among the other ethnics groups, 
as many of these policies were really helping people at the top end of the 
distribution rather than more at the bottom end. I somewhat argue that the 
policies led to less investment by the Chinese and the private sector; you cannot 
say the government was really pro private sector in a very strong sense, and 
yet the overall growth again, as I say, was quite strong, despite what one might 
try to blame here. 


Finally, there is also government intervention, the topic of this 
particular session. The idea that government intervention isn’t as bad for 
growth; it is not supported by the evidence here; the government has been 
extremely interventionistic at times, but more recently, there has been a widely 
heralded program of privatization which has reduced the scope of the public 
sector. 
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They have had a very interventionist trade policy; and yet again, 
you have this very good growth record. You could probably go on but the point 
is I really don’t think that we have a very good explanation of understanding 
why you got this very good growth record despite what on the surface would seem 
like a lot of problems for most countries. 


Now, trade policy, I think, is obviously part of the answer. The 
export volume growth during the period was 8.4 percent on average which allowed 
a higher import growth rate of 8.3 percent, with GDP growth of 6.6 percent. That 
was certainly important, but the question is really more cause and effect: did 
the export growth lead to the higher GDP growth or did something else really lead 
to the growth of both of them, of exports and GDP? 


The trade policy, as I said, was interventionist; they had imports 
substituting at times; it was not laissez-faire. But I think the best 
explanation is really on the first page of Dr. Gnanathurai’s paper. It says the 
growth may be traced to the pragmatic and flexible policies implemented by the 
government. But even this is pretty limited. So I would end with the--I believe 
that we should really look more at what has been working in the past before we 


start worrying too much about trying to figure what is going to be happening over 
the next decade. . 


THE PHILIPPINE ECONOMY IN 1990: 
RECOVERY AND RESTORATION 


Manuel Montes 


With commentary by Rob Vos 
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Before the 1 December 1989 putsch, few professional observers would 
have claimed that the Philippines’ immediate economic prospects were anything 
but positive. The failed coup, however, appears to have jeopardized the nation's 
economic prospects. 


This paper attempts to explain this paradox. The causes of the 
instability of the economy are long-term problems of efficiency of the economy 
and the empowerment of the many. These basic problems can be hidden from view 
as long as adequate foreign financing is available and a minimum degree of 
cohesion prevails among the leading families in Philippine society.1/ The 
December 1989 coup directs attention to a breakdown in ruling group cohesion. 
The upcoming difficulties in meeting the targets of the IMF Extended Fund 
Facility program point to potential problems in maintaining foreign financing. 


THE ECONOMY 


Positive economic developments provided the basis for the optimism 
before December 1989. From the change in government in 1986 until 1989, the 
Philippine economy exhibited annual growth of about 5 percent (Table 1). 
Merchandise exports grew from just below 14 percent of GNP in 1985 to almost 20 
percent of GNP in 1989. (Data on the balance of payments are given in Table 2.) 


This growth was achieved with a relatively normal mode of servicing of 
foreign debt, which represented 33 percent of exports and 44 percent of national 
government expenditures. There was a net resources outflow of 5 percent of GNP 
and some threat of an increase in international interest rates in 1988. 


Between February 1986 and December 1989, the commercial bank debt was 
renegotiated twice. In the March 1987 negotiation, the Philippines chose not 
to bring up the question of new money with the commercial banks, even though this 
would have been consistent with the thrust of the Baker Plan. By December 1989, 
a new IMF Extended Fund Facility had been running for five months and, within 
this framework, a second set of negotiations had been completed on commercial 
bank debt in October 1989. In the latest commercial renegotiation, there were 
indications of at least US$600 million of new money to be contributed by the 
private international banks. One Philippine observer noted in October 1989 that 





1/ Gustav Ranis, who has a long involvement in Philippine economic reform 
efforts, discusses many of the connections between foreign financing and 
the feasibility of reforms in a non-country-specific setting. See Gustav 
Ranis, "Adjustment, Growth and Debt-Fatigue: Can the Case-by-Case and 
Global Approaches Be Combined?" International Center for Economic Growth, 
Occasional Paper No. 17, August 1989. 
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the Philippines was on the threshold of a normalization of relations with the 
commercial banks.2/ 


The level of net foreign direct investment increased sixfold to about 
US$0.75 billion between 1986 and 1989 (Table 2). The country was being touted 
as a recipient of a part of the large international capital flows in the region 
that began in 1986. In addition, there apparently was a reflow of capital flight 
funds back into the country in 1987 and 1988; a recent IMF report estimates 
reflow at about US$1 billion. 


Development assistance commitments to the Philippines increased when 
Japan's official development assistance (ODA) capabilities began to multiply in 
1985; after a brief period of hesitation in 1986, governments and multilaterals 
rushed to associate themselves with the Aquino government. Philippine government 
consumption expenditures were boosted significantly in 1987 and 1988 (Table 1), 
and provided the basis for consumption-led growth made feasible by the unutilized 
industrial capacity left over from the 1984-86 stabilization period. A 
consortium for a "Multilateral Aid Initiative" to the Philippines was inaugurated 
with great fanfare in early July 1989. 


The country’s ODA commitments were received in the context of a 
liberalization-inspired economic reform program. Marcos government interventions 
that had supported agricultural monopolies in sugar and coconut ended after 
Aquino took office. (The milling capacity in these industries has remained 
concentrated in essentially the same private hands. ) 


Although the World Bank has classified the Philippine trade regime as 
moderately inward looking, the country has been implementing a wide-ranging trade 
liberalization program since 1980, beginning in the last five years of the Marcos 
administration. This program was suspended during the balance of payments crisis 


of 1984-85, but the Aquino government, immediately after the takeover, restarted 
the program. 


The new government cut the average tariff rate from 43 percent to 28 
percent, the maximum tariff rate from 100 percent to 50 percent, and the number 
of categories from seven to six. If one were analyzing the issue in terms of 
the number of items liberalized, there was a rather rapid removal of import 
restrictions during the first yéars of the new government: 1,229 items between 
1986 and April 1988, an additional 94 items in December 1988, an additional 63 
items by July 1989, and another 30 items in September 1989. 


International oil prices actually declined in late 1987 and in 1988, 
permitting three rollbacks of retail prices in 1988. Prices of coconut products 


recovered from 1986 and remained high through 1989. The country benefited from 
an increase in the U.S. sugar quota. 





2/ See Robert S. Dohner, "Philippine External Debt: Burdens, Possibilities 
and Prospects," Asian Update, The Asia Society, October 1989. 


ABS? r2 


Those who took a longer term view, or whose progressive bent focused 
more on the distributional basis of the recovery, have not shared these reasons 
for optimism. 


The Philippine economy has always managed to grow when the terms of 
trade have been favorable; in 1986-88, terms of trade from oil and the country’s 
exports were favorable. Based on a recent IMF country report, the Philippines’ 
terms of trade improved by 52.2 percent between end-1984 and end-1988 and then 
declined by 6.9 percent in 1989. During the years of recovery in 1987 and 1988, 
the current account deficit remained steady at about 1 percent of GNP; in 1989, 
however, the deficit increased to almost 4 percent of GNP. 


The economy has always grown when tremendous foreign resources have 
been available to the government. The peculiar intensity of the recent recovery 
was made possible by the unutilized individual capacity from 1986, a factor that 
cannot be considered a permanent fixture. 


The foreign direct investment performance has been heavily conditioned 
on the debt-to-equity program, suspended in 1989 to avoid injecting too much 
liquidity in the system. At least 60 percent of the new foreign investment 
appears to have been through the debt-to-equity program, which will be restarted 
under the IMF’s Extended Fund Facility. The issue remains whether a flow of 
foreign investment that genuinely improves outward orientation can be sustained 
without the debt-to-equity program and other costly incentives programs. The 
new Omnibus Investment Incentives Act increases the capability of the government 
to limit entry into industrial sectors. 


The net resource transfer from the debt problem continues. Before the 
Extended Fund Facility of June 1989, international reserves had been drawn to 
below two months of imports. Even if the new money were to reach US$700 million, 
financing would be inadequate as early as the last quarter of 1990. One can now 
expect the private commercial creditors to seek ways to postpone the actual 
remittance of the new money commitment. The trade deficit took a quantum leap 
from US$1,085 in 1988 to US$2,365 million in 1989. 


Import liberalization was carried out in economic sectors with weak 
political standing, and it has not yet been attempted in politically powerful 
sectors. Imports of agricultural products were liberalized (imported apples, 
for example, often retail for less than Philippine mangoes). Tariff cuts, 
carried over from the Marcos regime, were deeper in the agricultural sector than 
in other sectors; the average tariff cut for agriculture was 36 percent and for 
industry, 17 percent.3/ Yet government-supported oligopolies in sectors 
dominated by government supporters, such as flour and commercial banking, 
continue to operate. The domestic car manufacturing program, this time with 
Japanese instead of American participants, has been reestablished. 





3/ See Ramon L. Clarete, "The Economic Effects of Trade Liberalization of 
Philippine Agriculture," School of Economics, University of the Philippines, 


1989. 
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Significant additional foreign financing from the Multilateral Aid 
Initiative has not materialized. The Philippine side of the process, dominated 
by business interests in line with the preference of the administration, has had 
a difficult time identifying new projects that can be financed through the 
Initiative. The Initiative itself does not embody a new modality in terms of 
financing. Cumbersome and bureaucratic restrictions imposed by donors have not 
resulted in a better flow per period than before the Initiative. 


Inflation increased from practically zero in 1986 to 10.6 percent in 
1989. The 1990 IMF program target for the inflation rate for 1990 is 8 percent, 
a target that is unlikely to be met with current inflation running at over 12 
percent. The Philippines missed the chance to adjust its exchange rate to a more 
competitive level in 1988, when crude oil prices were falling. Instead the 
government opted to increase growth by lowering domestic retail prices. The 
government now faces the dilemma that a devaluation and the adjustment of retail 
oil prices will worsen inflation. 


The bad news continues. There is an electric power shortage in the 
metropolitan Manila area because the government failed to carry out the necessary 
energy upgrading program two years ago. Moreover, it appears that the 
Philippines has once again squandered a period of favorable terms of trade 
through rapid growth, burgeoning trade deficits, and largely symbolic economic 
reform. 


The country’s long-term economic dilemmas have usually surfaced first 
as political disagreements. If expressed vigorously enough, these disagreements 
have reduced private investment (including foreign investment), provoked capital 
flight, run up imports, and halted the growth process. (That political 
disagreements have often precipitated economic crises-has absolved inadequacies 
in technically based analyses of the economy.) The December 1989 putsch, in a 
somewhat less intense way than the assassination of Aquino’s husband in 1983, 
has provided such a spark. 


The dispute in the Philippines at present is over opening, through 
political means, Pandora's box of troubles, thus releasing the long-term economic 
dilemmas of the country and halting the recovery. The Aquino government's stance 
is understandable: keep the lid on. Government pronouncements emphasize that 
progress has been made since 1986 and that progress is continuing; the same type 
of pronouncements were made by the Marcos government after 1981. Those who seek 
to open Pandora's box simply want to open it for political ends because of the 
nature of their constituency. If the experience of the past few years is any 
indication, there is little basis for optimism that the opposition will, or can, 
deal more forthrightly with these dilemmas. 


CURRENT. POLICY 


The question of "policy" is the question of what the government is 
doing. Whether the activities of the private sector actually correspond to the 
expected response to government policy is another matter. 


Na 
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Sufficient foreign finance since 1986 and good export performance in 
1987-88 have permitted an intemperate fiscal stance to be combined with a 
conservative monetary stance. The conservative monetary stance is reflected in 
nominal. interest rates that have been maintained at 12 percent a year or more 
to keep the peso from weakening (while maintaining foreign debt service) and to 
fulfill IMF program targets. (Table 4 contains data on the real exchange rate 
and on real interest rates.) The intemperate fiscal stance, reflected in a 
burgeoning budget deficit and growing current expenditures, emanates from the 
government's inability to lessen the heavy demands of debt’ service, 
infrastructure maintenance, and social expenditures. (Table 3 summarizes key 
data on the public sector.) There have been delays and failures to replace 
revenues lost from the tariff reduction, to jettison public enterprises, and to 
improve revenues from direct taxation. As the moral influence of the 
administration weakens, its ability to deal with these imperatives diminishes. 


The private sector has responded to the government stance with a boom 
in residential and commercial construction principally in the Manila area. 
Taiwanese investment and competition among large business conglomerates have 
fueled this boom, which has been sustained so far by the bidding up of land 
prices and rents. The risk is the private sector's, which means that in a 
downturn the costs will not result, as they did in the Marcos era, in a bloated 
set of public enterprises arising from government guarantees on foreign 
borrowing. 

There has been general agreement, however, that a shift from build- 
and-sell investment toward enterprise-oriented investment is needed if growth 
is to be sustained and the 800,000 new entrants to the labor market every year 
are to be absorbed in the domestic economy. Such an investment profile is 
unfortunately not likely for the following reasons. 


First, uncertainties in the agrarian reform program continue to 
discourage agricultural investment. This problem should not be interpreted as 
an argument against agrarian reform, since the government itself has proclaimed 
agrarian reform to be the "centerpiece" of its economic program. An unambiguous, 
government-expedited program will not cause as much uncertainty as a half- 
hearted, protracted program. Recent guidelines exempt landlords from agrarian 
reform if they can demonstrate that they can utilize the land for higher value 
than if the land were redistributed.4/ Proving that such a higher value use 
exists will be complicated and will be resisted by affected tenants. 


Second, although the government has been more eloquent than other 
governments in the region about how welcome foreign investment is, Board of 
Investment regulation has made genuinely new investment from abroad practically 
impossible. As pointed out earlier, a large proportion of foreign investment 
has utilized the debt-to-equity swap route; indeed, most investment is by 
companies that already have business relationships in the country. 





4/ These guidelines were necessitated by the industrial estate program of the 
Department of Trade and Industry. They were inspired by the agrarian reform 
program at the Hacienda Luisita, owned by the president’s family. 
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Third, the trade liberalization program has lessened protection of 
sectors with the greatest prospects for growth (say, processed foods and 
garments) and increased the protection of sectors characterized by inefficient 
production. Based on a neoclassical model, static gains can still be 
demonstrated from the crazy-quilt trade liberalization program.5/ However, the 
restructuring of enterprises and industries through investment (both from 
domestic and foreign sources) is more critical. The resulting structure of 
protection is not supportive of such investment because of the uncertainty 
generated by the uncompleted liberalization program and the inconsistencies in 
the current structure of protection. 


Fourth, the conservative monetary stance and the cartelized financial 
system, while able to support real-estate-oriented investment, are inconsistent 
with overall industrial restructuring. The high cost of formal financing means 
that the necessary financial resources have not been available to respond to 
changes in the structure of protection. With the recent decline in terms of 
trade and greater dependence on an IMF style of macro-management, an even more 
restrictive monetary stance is likely. In the last week of March 1990, reserve 
requirements were raised by 1 percentage point for commercial banks and the prime 
rate increased to 24 percent in order to meet test-period targets for the IMF 
program review. 


PROSPECTS 


In the long term, the Philippines has structural economic problems that 
must be addressed by domestic actors. In the immediate period, as long as 
political instability does not disrupt foreign financing, economic growth (ho- 
hum by Asian standards but notable by debt-distressed economy standards) is 
likely. 


The Aquino administration forecasts a real rate of growth of 5.5 
percent for 1990,6/ a rate in the same order as that for 1989, 5.6 percent. The 
forecasted rate of growth is lower than the 6.5 percent specified in the medium- 
term development plan, and it is based on a fall in the growth rate of fixed 
investment from 19.8 percent in 1989 to 11.6 percent in 1990. With tighter 
monetary policy in 1990, it is not likely that growth in 1989 will be matched. 
Tighter monetary policy and faster inflation in 1990 will constrict consumer 
credit and dampen export performance. 





5/ See Clarete, "Economic Effects of Trade Liberalization," 1989. 


= 


See, for example, Barbara E. Palacios, "Summary Outlook for the Philippine 
Economy: 1990-1994," paper prepared for the Spring Meeting of Project Link, 
New York, 7-9 March 1990. For a somewhat less sanguine assessment, though 
based on an equivalent GNP growth rate, see Josef T. Rap, "The Philippines: 
Recent Performance, Prospects for 1990-91, and Policy and Development 


Issues," Working Paper Series No. 90-01, Philippine Institut 
Development Studies, January 1990. dt ute for 
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An expectation of a rate of growth of 4 percent is unduly pessimistic, 
unless one were implicitly assuming major political disruptions in 1990. In the 
urban areas, construction projects are in midstream and will be completed; 
foreign inflows impelled by real estate interests continue. Assuming that 
disruptive political events do not occur in 1989, 5 percent growth, based on a 
12 percent investment growth rate and a 5.2 percent growth in consumption, is 
a reasonable expectation. The lower growth will reduce the growth rate of 


imports, but the trade deficit will still increase because of the slowdown in 
exports. 


However, an unconstitutional attempt to change the government in 1990 
is quite likely. If it does not succeed and the Aquino government stays in 
power, 5 percent growth is feasible. Even if it does succeed, the level of 
disruption does not have to be significant. The "retribution" cannot be much 
more than that during the Aquino takeover, which was mild and mostly carried out 
by various units of the U.S. government. 


The forces that pose an immediate threat to the Aquino government 
probably will support an economic program that is not significantly different 
from that espoused by the Aquino administration, and they will seek to normalize 
the atmosphere for investment as rapidly as possible. Unless the opposition 
forces are patently more sincere about economic reform than the Aquino government 
was,// the disruption of a takeover does not have to be pervasive.8/ 


There will still be a period of adjustment in the year that such a 
takeover occurs. Depending on the actual month of the year, growth can be 
expected to fall between 3 and 4 percent. 


The question of debt service will present the most immediate economic 
obstacle to sustaining the growth that has occurred since 1986, now that excess 
domestic capacity has been spent and the trend in the terms of trade has turned 
negative. At least US$600 million in additional financing needs to be identified 
for 1990 if the economy is to grow at the 5 percent rate.9/ Even more important, 
the commercial banks must release their already committed US$700 million on a 
timely basis. If the economy manages to advance by 5 percent in 1990, the 
problem of raising the needed financing for 1991 becomes more difficult than if 
1990 were a year of lower growth. 





1/_ The sincerity of the Aquino government's reform intentions were immediately 
put to doubt when it forecasted growth of 6.5 percent per year from 1987 
on. 


8/ There may be crackdowns and arrests in the labor unions and cause-oriented 
groups, as occurred when martial law was imposed in 1972, but these actions 
should not have a significant impact on economic performance in 1990-91. 


9/ A calculation based on a gap-analysis is made in Manual F. Montes, Joseph 
Y. Lim, and Ma. Agnes R. Quisumbing, "The Possibilities of Sustainable 
Growth in the Philippines: A Three Gap Analysis," Working Paper, School 
of Economics, University of the Philippines, January 1990. 
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Both the possibility of release of committed new money and the 
availability of additional financing in 1990 will depend upon the accommodation 
provided by the IMF under the current EFF program. A review is scheduled for 
the first week of April 1990. 


There is considerable evidence that the government will not be able to 
fulfill the fiscal targets under the EFF program. It is said in Asia that the 
Philippines has been too sophisticated, compared with "simpler" countries such 
as Thailand, for its own good. An understanding of the sophistication with which 
the Philippines is meeting and not meeting the fiscal targets under the EFF 
program provides insight into the elaborate patron-client relationship that every 
Philippine government has managed to develop with the IMF. 


From 1985 to 1987, the consolidated public sector deficit fell due to 
the overall recovery in the economy and the relative constancy of the dollar 
value of the peso. Both of these factors improved the cash position of the large 
public corporations (called the "fourteen monitored public corporations"). In 
addition, the asset restructuring of the two large financial corporations, the 
Philippine National Bank (PNB) and the Development Bank of the Philippines (DBP), 
substantially improved the profitability of these financial institutions, though 
the future costs of the debt obligations on their nonperforming assets were 
transferred to the national treasury. Because of mandatory capital investments 
in energy and other utilities, the deficits of these large public corporations 
began to increase again in 1988. 


The increase in the national government deficit in 1986 was the result 
of the increase in the debt service payments of the treasury on the debt that 
it had accepted from PNB and DBP and of direct support for other government 
corporations given in that year. This support was reduced in 1987 as the 
economic recovery improved the cash performance of these corporations. However, 
the government deficit stayed at around 3 percent of GNP because fiscal 
performance worsened in 1988, the first year of the value added tax, and because 
collections in income taxes levelled off. The present EFF program seeks to 
maintain the national government deficit at around the same level, while 
necessary capital expenditures and proportional increases in maintenance and 
social expenditures are carried out. The key to attaining this objective is 
improved cost recovery in the public utilities and improved tax administration. 


In 1989, with the EFF program in place, performance in the national 
government worsened because of losses from the oil price stabilization fund, 
amounting to about 0.8 percent of GNP (due.to inadequate adjustment of domestic 
oil prices to world crude oil prices), and the increase in government salary 
costs under the compensation standardization program. 


Moreover, the overall public sector deficit includes not only the 
deficit of the public corporations and the national government but also the 
deficit of the Central Bank, which amounts to about 2.5 percent of GNP. The 
Central Bank’s deficit arises from interest payments on obligations and 
repurchases of these obligations that were sold in 1982-84 during the IMF 
stabilization program. These obligations permitted the Central Bank to sterilize 
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cash and meet liquidity ceilings under the program, at the cost of paying high 
rates of interest. A precipitous reduction of these obligations (now being held 
mainly as cash deposits of the national government with the Central Bank) will 
have a large liquidity impact. In short, the national government earns interest 
on its Central Bank deposits (which helps reduce the treasury’s deficit), but 
the Central Bank deficit originates from these interest payments. 


Although the public sector deficit is significant (though not large by 
the standards of other indebted countries), the government’s policy is rather 
conservative because of the unutilized deposits of the national government with 
the Central Bank. In the case of the national government alone, interest 
payments on debt constitute 44 percent of the national government budget. The 
kind of fiscal adjustment that appears to be required is not so much an overall 
reduction in the claims of the government on the economy but a redistribution 
of these claims so that domestic interest rates can be lowered. 


The fiscal targets in the EFF program, while not easy to attain, do not 
involve abrupt, discontinuous changes. They involve many little reforms in a 
broad set of areas such as energy pricing, cash generation of public enterprises, 
reduction of interest the Central Bank pays on government deposits, and 
improvements in tax administration. A sophisticated government should be able 
to achieve a success rate of at least 75 percent. 


The government fell far short of the targets for the public sector 
deficit for 1989; instead of declining, the overall deficit actually increased. 
The government has asked for a rather drastic postponement of the deadlines for 
meeting the targets of the program. 


The prolific actions by the Aquino government, including the abrupt 
increase in reserve requirements in recent weeks, are not consistent with the 
basic premise of the EFF program — namely, that the government move toward 
generating a surplus (over and above the surplus already implicit due to the 
large portion of the budget devoted to debt service) and leave the freed 
resources for the "private sector" to utilize. One might disagree with this 
basic premise, or with the details on how to achieve it, but the Aquino 
government publicly accepted the objective and designed the details. So far it 
has carried out numerous evasive maneuvers not to attain it, except in form. 


There is, of course, the standard resistance from consumer and labor 
union groups to fiscal measures that increase public utility rates. These groups 
represent mostly propertyless citizens who are attempting to maintain their 
standard of living relative to the other groups in Philippine society who have 
benefited from the run-up in the value of their assets. 


However, the greatest obstacles to genuine fiscal adjustment will be 
raised by the large private interests affected by the fiscal reforms. For 
example, it will be difficult to reduce the Central Bank deficit through interest 
reduction because such a move will require a faster devaluation of the peso in 
the face of insufficient net foreign financing and export growth. Faster peso 
devaluation is something that the large industrial interests cannot accept. 
The high rates of interest on government bills have provided steady and high 
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profits to the cartelized private banking sector, which must be kept indifferent 
‘about whether its returns are obtained from exchange devaluation or from high 
interest on peso-receivables. 


The IMF, meanwhile, is in a difficult position. If it backs off from 
supporting the government's economic program, it risks accepting responsibility 
for throwing the recovery into reverse. How can it "nickel-and-dime" the fiscal 
program of a government that is basically taking a conservative stance, a stance 
that originates from the private sector's sincere aversion to devaluing the 
currency? 


A decision by the IMF to suspend the EFF program will seriously affect 
capital flight and investment. The probability is very high that there will be 
some period of suspense (but not suspension) in relation with the IMF in 1990 
as the pretext is worked out for the nonattainment of targets. As explained 
earlier, there are enough grounds to make the proverbial "judgment call" and 
continue the liberalization-inspired programs with the IMF and the World Bank. 


Barring a breakdown in the relationship with the IMF, an annual rate 
of growth of 5 percent in 1990 and 1991 is a reasonable expectation. Growth will 
be slower, between 3 and 4 percent, if there is an unconstitutional change in 
government. A breakdown of relations between the current government and the IMF 
will have an effect on economic activity not unlike that an unconstitutional 
overthrow of the Aquino administration might have. 


The Aquino government’s term of office ends in 1992. If there is not 
a coup in the meantime, the start-up of the election campaigns in 1991 should 
create positive but unsustainable, labor-intensive employment. The growth 
prospects for 1992 unfortunately depend on political developments: the 
disposition of the U.S. bases issue and the nature of that year’s elections. 
If political conditions do not unravel and the terms of trade turn once again 
in the country’s favor, growth in the area of 6 to 7 percent will be possible. 


GROWTH LONG TERM 


The issue in the long term is whether growth can be accelerated to 
levels experienced in the 1970s or to even higher levels so that the country can 
aspire to newly industrializing status. 


The latest medium-term projections by the government show GNP growth 
rates of 6 percent or more, and GDP growth rates of 7 percent or more for the 
period 1991 to 1994 (Table 5). The external trade numbers in these projections 
suggest that only another turnaround in the terms of trade, plus a strong, steady 
flow of net foreign financing, would make these growth rates attainable. 


We prefer to think about the issue of growth in the 1990s in this way: 
With a national savings rate of around 17 percent, growth in the 4 to 5 percent 
range is not problematical. Foreign financing has been difficult to obtain of 
late, but is becoming less so. However, the levels of net foreign financin 
through borrowing, achieved in the 1970s are not realistic’ in the 19908. 
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Nevertheless, foreign financing, including equity investment, if only to the 
extent that it will permit the investment rate to equal the national savings 
rate, is a realistic prospect for the Philippines. 


How much growth in the Philippines can accelerate depends on how much 
restructuring the economy can absorb. The extent of restructuring depends, in 
turn, on the type of economic reforms that can be undertaken and the degree of 
political stability during the same period. 


At least in the first half of the 1990s, the prospect for foreign 
investment inflows and for growth in manufactured exports will continue to be 
favorable for the Philippine economy. In such an atmosphere, economic reforms 
can be quite profitable. Because the Philippines will continue to be engaged 
with the multilaterals and with bilateral aid, some type of economic reform 
programs will continue. In many instances, reforms will be mandated by external 
developments. The issue is the kind of reforms the Philippines will actually 
put in place. 


The liberalization agenda has been debated in the Philippines since at 
least 1958. The focus has not been on the degree of outward orientation, as it 
has been in Korea, but on the extent of government intervention. Politicians 
outside the government have consistently argued that less government is better; 
those inside it, that some government intervention is unavoidable. 


Changes in administration have not materially changed the nature of 
intervention, which can best be understood, not in terms of inward versus outward 
orientation or more versus less intervention, but in terms of efforts to 
accommodate families or groups supportive of the status quo. 


When it assumed power in 1986, the Aquino government had to wrestle 
with the agenda once again. The economic recovery owes a lot to the 
liberalization-privatization reforms undertaken by the new government. To 
understand the current situation and the prospects of the Philippine economy, 
one must understand the nature of the liberalization-privatization that took 
place. 


The Aquino government freed those sectors in the economy that were 
fettered by political imperatives of the Marcos regime. To make good on 
guarantees on foreign indebtedness after 1981, the Marcos government had taken 
significant equity positions in many debt-distressed corporations; these 
corporations were granted special protection and exemptions so that they could 
service their debt. The government’s exercise of power for these purposes was 
enormously threatening to the portion of the private sector not explicitly allied 
with the Marcos government. The Aquino government's liberalizations reassured 
this threatened private sector that its traditional role in the moderately 
inward-looking economy would be protected. Without this type of reassurance, 
the vigorous growth from 1986 on would not have been possible. The nature of 
the liberalization provided its own limits, that it would not threaten the 
traditional role of the private sector in the economy. 
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The problem is that the struggles over liberalization-privatization are 
part of the cloth of political instability. A key example is ownership of United 
Coconut Planters shares in the San Miguel Corporation. The government votes 
these shares, which are about 30 percent of the company; this makes the control 
of the government doubly attractive since whoever controls the government gains 
control of corporations such as San Miguel. If the shares are immediately 
privatized back to their nominal owners, control passes to opponents of the 
Aquino government. This would be against the interests of important supporters 
of the administration who regained management of San Miguel with a minimal 
investment in 1986. The case is under litigation, with the issue being whether 
the funds used to buy these shares originally came from a public revenue program. 


Because liberalization-privatization is part of the substance of 
political struggles, these economic reform programs are themselves a source of 
uncertainty for investment, as pointed out earlier. From the point of view of 
the private sector, it is reasonable to expect that a change in government will 
result in a different set of liberalizations. 


RISKS AND PROBLEMS: INTERNATIONAL’ AND DOMESTIC 


The political economy of genuine economic reform in the Philippines is 
therefore problematical. It would, however, be inaccurate to classify the 
Philippine economy as a basket case for the 1990s. Mitigating circumstances 
should permit the country to manage its international economic relations 
reasonably well. 


As long as the United States continues to have defense interests in the 
Philippines, the likelihood is high that the Bretton Woods agencies will be 
actively engaged with any moderately reformist government. As long as the 
Bretton Woods agencies continue to be involved, the investment ratio probably 
will not fall below 17 percent. Growth between 4 and 5 percent will then be 
possible. The international debt burden will be an issue, but the Philippine 
government has said that it will take advantage of whatever standard 
accommodations are available in the international market. Bretton Woods support 
‘should be adequate to contain the risks from the debt. What will be needed is 
a reasonably equable relationship with the Bretton Woods agencies. For this the 
artful design and implementation of liberalization reform programs will be 
indispensable, as in the Marcos years. Continued growth in world trade and in 


the Asian economy will provide some impetus to exports and capital inflow to the 
economy. 


As in the Marcos years, the overall rate of growth and the overall 
level of financing are not as critical as the components of such growth. The 
potential risks and problems through the first half of the 1990s are as follows: 


(a) Growth between 4 and 5 percent is barely sufficient to absorb new 
entrants to the labor force into the domestic economy. Will the 
distribution of investment be sufficiently skewed toward sustainable, 
labor-intensive activities to absorb these new entrants? 


(b) 


(c) 


(d) 


- 167 - 


Will investment generate reasonable growth in productivity? (The 


record of the past is dismal.10/) How will productivity in agriculture 
be affected by rural agrarian reform? 


If total factor productivity grows, will the gains be shared more 
extensively than they were in the past 20 years (through, say, steady 
increases in real wages)? 


Can education and basic social services (not necessarily provided by 
the public sector in the Philippines) respond to the demands of a 
growing population, or will these services become less available as the 
real incomes of the majority are eroded? 


These items, because they point to the basic issue of empowerment of 


the majority of Filipinos, raise questions about the political sustainability 
of 4 to 5 percent growth. If these issues are not addressed, abrupt variations 
in political arrangements may occur. There is the distinct possibility of cycles 
between authoritarian and "democratic" governments in the 1990s. But whatever 
government is in power, it must wrestle with the following three problems:11/ 


(a) 


The need to install a government bureaucracy that is reasonably 
efficient and that can implement genuine liberalizations as part of a 
social program rather than as part of an effort motivated by the 
private sector. 


The Marcos government was moderately serious about professionalizing 
the bureaucracy until the last years of the regime. The Aquino 
government found itself compelled to exclude from office those tainted 
by public association with the previous government and those with a 
known progressive bent. Consequently it became overly dependent on 
"nonideological" private sector ("Makati-type") personalities who had 
to learn on the job; because of frequent changes in cabinet officials, 
few stayed long enough to become effective.12/ An aspiring 
authoritarian government will face the same constraints and cannot hope 
to be inherently more effective at governance (except, possibly, in the 





10/ See, 


for example, R. Hooley, Productivity Growth in Philippine 


Manufacturing: Retrospect and Future Prospects, Philippine Institute for 
Development Studies, Makati, the Philippines, 1984. 


11/ For a discussion of some of these problems from a political science point 
of view, see Emmanuel C. Lallana, "Cory Aquino, the Military and Philippine 
Democracy," Working Paper, February 1990. 


12/ These officials also learned, from experience, that the operating skills 
required in the government sector are quite different from those that would 
be considered effective in a private company. 
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suppression of unions and street protests) than the Aquino government 
has been.13/ 


(b) The need to regulate the political and economic role of provincial 
elites (some of whom can be called "warlords"). 


The authoritarian Marcos government had to accommodate these interests 
through the formation of a ruling party (the "KBL"). The Aquino 
government has accommodated these interests through the re- 
establishment of the Congress. The administration has slowed agrarian 
reform, restored foreclosed sugar lands, liberalized the export of 
copra, and maintained the high domestic price of sugar. Provincial 
elites are restive, and many support unconstitutional change. The 
authoritarian-inspired challengers of the Aquino administration will 
have to turn against this group if they are to be more effective in 
implementing agricultural/rural reforms than either the Marcos or the 
Aquino administrations--an unlikely prospect. 


(c) The need to reorient the traditional private sector toward efficient 
and sustainable investment. 


Many of the members of the private sector have roots in the land and 
continue to be important landholders. The survival of their flagship 
businesses is problematical should the protectionist system be 
genuinely reformed. Operating from a narrow social base, the Marcos 
government attempted to create a new set of industrialists by utilizing 
foreign borrowings as a resource. Under its liberalization program, 
the Aquino government has restored the old-set of industrialists. A 
new authoritarian government undoubtedly would announce a 
liberalization-oriented economic reform program, but because its social 
basis would be narrower than that of the Aquino government, it would 
have to find some dependable constituency in the business sector. The 
larger and more traditional this constituency is, the less it will be 
able to implement an effective liberalization program. 


The nature of the Philippine private sector is a key issue in the long 
term. All important economic reforms require an appropriate response 
from the private sector. If the private sector is genuinely oriented 
toward accumulation through enterprise, it should be able to provide 


the means by which foreign investors can break through the existing 
bureaucratic obstacles. 


CONCLUSION 
The next half year will have a crucial effect on the immediate 


prospects of the Philippine economy. The possibility of an attempt to change 


13/ Such a government can be marginally more effective if it does not replace 


officials every time a military challenge erupts, so that learning by doing 
can take place. 
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the government by unconstitutional means is high. Without additional foreign 
financing, the level of international reserves is adequate only until the third 
quarter of 1990. There is a positive, and probably small, probability of a 
breakdown of relations with the IMF. 


In spite of the acute downside risks, we take the view that for 
political reasons there will be enough "give" on foreign financing and that the 
potential political disruptions will not be great, permitting positive growth 
of around 4 to 5 percent in 1990-91. 


In the long term, if conflicts among the domestic elite and with 
foreign financiers are contained, economic prospects in the 1990s for the 
Philippines are relatively good and pale only in comparison with those of the 
neighboring countries. These positive prospects are no cause for rejoicing, 
however, since they do not intrinsically address the long-term problems of the 
economy and the society. 


Financing will be adequate for what we have called a "ho-hum" growth 
rate. In the meantime, the society's political arrangements can be rather 
variable. As long as the nation’s leading families, the Philippines’ thousand 
points of light, are involved in the political changes, variability in political 
arrangements is not expected to induce an equivalent amount of variability in 
the economic rate of growth. 


In contrast, a genuinely reform-minded government must be prepared to 
accept lower growth during the period of reform because industrial restructuring 
and agrarian reform will cause disruptions and necessitate the establishment of 
new institutions. What is more likely, however, is that the government will 
strive mightily, through artful liberalization programs, to resolve the internal 
crisis by raising the foreign financing required. As in the past, this financing 
will set up the conditions for the balance of payments crises that the 
Philippines has experienced every eight to ten years. 
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Table 1: NATIONAL ACCOUNTS 


1980 1985 1986 1987 1988 1989 
GDP 
- Pesos (bill) 266.0 612.7 627.1 708.4 825.7 963.2 
- US $ (bill) 127 32.9 30.8 34.4 De ae 44.4 
Share to GDP (Percent) 

Consumption 73.0 82.6 82.0 83.3 82.9 82.7 
Private 64.0 Fe be FOr 74.1 73.6 73438 
Government 9.0 9.1 9.0 9.2 9.3 9.4 

Investment 24.6 3.2 11.0 12.2 ys af E535 
Private 19.3 10.6 8.7 9.8 11.4 Loe 
Government epg Z70 2.4 2.4 273 229 

Government 14.2 ‘Leer 1794 11.6 11.5 IGF 

Exports 19.2 21,5 25.8 24.4 26.6 28.0 

Imports 20.9 15.6 Eis 20.9 26.3 30.4 

Real Growth Rate 

Consumption 4.4 9.8 0.8 6.3 a7 5.8 

Investment 6.9 -48.0 -15.0 15.6 19.3 19.8 

Exports 13.4 8.6 22-3 oe ae) eo Lie 

Imports 3.3 -27.8 129 26'.5 33.4 22.5 

Population (mill) 48.10 54.67: 56.00 57.36 58.72 


Source of basic data: National Accounts Staff, Republic of the Philippines 
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Table 2: BALANCE OF PAYMENTS DATA 
(Current USS millions) 








1980 1985 1986 1987 1988 1989*  1990%*%* 
i EOE ONS Jnlonanl tet betel ican = SeNER JOINED 
Merchandise Export 5788 4629 4842 5720 7074 7890 8733 
Merchandise Import Woes oLiL 5044 6737 8159 10245 12089 
Trade Balance -1939 -482 -202 -1017 -1085 -2355 -3356 
Service Receipts 2222 3288 3791 3497 3590 4237 4669 
Interest Payments 975 2395 1938 2051 2192 2465 2391 
Other Payments 1646 893 1096 1522 1524 1808 2042 
Direct Investment -106 12 127 326 986 757 750 
Official Flow 5 872 1145 
Private Flow -1758 -1482 -2587 
Errors and 140 1110 -174 -222 123 151 
Omissions (net) 
Change in Reserves 724 226 1411 -513 97 700 700 
External Debt 17390 26252 28256 28649 27915 27161 
*Estimate 
**Forecast 


Source of historical data: Central Bank of the Philippines 
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Table 3: PUBLIC SECTOR 
(as % of GDP) 





Central Government Consolidated Non-Financial Public Sector 
(14 Major Corporations) Financing of Deficit 
Expenditure Expendi ture Domestic External Inflation 
Revenue Current Capital Balance Revenue Current Capital Balance Loss Loss Tax 
1980 13.1 9.3 4.9 -1.0 
1981 11.8 8.6 6.8 3.7 
1982 11.2 9.3 5.5 -3.6 
1983 11.9 9.0 4.2 =1.3 
1985 10.5 97.9) 3.6 -1.0 
1985 11.3 9.0 3.8 “1.5 9.2 8.5 2.0 “1.3 0.6 -0.4 1.1 
1986 12.6 11.3 3.5 -2.2 6.2 6.1 1.1 “1.3 1.6 -0.8 0.4 
1987 15.5 14.5 2.9 “1.9 7.0 6.2 1.0 -0.2 1.2 0.0 71.1 
1988 14.8 13.6 3.0 -1.8 7.2 5.8 1.1 0.4 0.2 -0.4 -0.2 
1989 16.3 15.6 2.8 -2.1 6.0 5.3 1.8 =151 0.6 0.3 0.2 


Source of basic data: Department of the Budget and Management 
a 


i 


\ 
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Table 4: INCENTIVE INDICATORS AND PRICES 


1980 1985 1986 1987 1988 1989 





Inflation Rate 18.6 23.1 0.8 3.8 8.8 10.6 
Real Effective 

Exchange Rate (IFS) 102.4 100.0 78.0 71.5 69.8 72.2 
Index of Real Wages 100.0 84.8 80.6 92.7 118.5 “T2671 


(minimum wage 
including COLA) 


Real Interest Rate 6.65 14.11 3.37 0.75 5.60 
(91-day Treasury Bills) 

Unemployment Rate 5.0 1200 1.2 9 1 8.3 8.6 

Retail Price of (US $/gallon) 
Premium Gasoline 1.709 1.281 1.380 1.041 1.114 
Kerosene 1.290 0.893 0.975 0.664 0.731 





Notes: 


1. The inflation rate is based on the increase in the average consumer 
price index for the period. 

2, The real effective exchange rate for 1980-88 is taken from the IMF 
International Financial Statistics; the 1989 figure is estimated. 

3. Minimum wages have a limited coverage even in the formal sector, 
where 95 percent of the establishments have 10 or less employees. 

4, The 1980 unemployment rate is based on a different reference period 
for estimating who is unemployed. 
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Table 5: GOVERNMENT MEDIUM TERM PROJECTIONS 
(% annual rates of growth) 


1989 1990 1991 1992 1993 1994 
Agriculture 4.0 Ze 4.5 5.8 5.9 Je 
Industry 7.1 ok ive 8.8 8.8 9.4 
Services 6.4 5.4 6.2 6.2 6.3 6.6 
GDP 6.0 Sai 6.1 7.0 7.1 Tea 
Priv. Consump. 5.6 Dien 5.4 = Ae = By 5.0 
Govt. Consump. Je? 11.4 5.9 559 5.9 13.9 
Fixed Investmnt. 19.8 11.6 8.3 16.2 15.1 14.3 
Priv. Construct. 14.0 L535 15.5 Log L222 ay 
Exports (g & s) 11.7 8.1 9.1 9.8 7.4 8.0 
Imports (g & s) 22.5 9.0 9.0 ee) Fiaels 8.5 
Merch. exports 11.5 13.0 14.4 18.0 14.4 15.4 
Merch. imports 25.6 1222 13.6 14.3 12.6 13.4 
Ratios to GNP: 
National saving 16.7 L775 Less 18.8 20.0 2 bat 
Foreign saving 3.6 3.0 3.5 325 3.4 3.3 


Source: Palacios [1990], op. cit., tables marked "Link Projections" 
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COMMENTARY BY ROB VOS 





Dr. Montes has given us one of his insightful presentations of the 
political economy of the Philippines. As the paper brings out clearly, the 
Philippine medium-term growth prospects seem to depend on a number of paradoxical 
conditions. At first sight, recent growth performance seems quite promising. 
Despite the economy's huge debt overhang, growth rates of around 6 percent per 
annum have been achieved since 1986 and even some of the more pessimistic 
scenarios predict possible growth rates only slightly below the current rate for 
the coming years. Although this may not be an extraordinary record for East- 
Asian standards, it certainly outpaces growth in equally debt-ridden countries 
in Latin America. At the same time, the paper warns us, serious doubts should 
be casted around the sustainability of high growth rates. Major risks are the 
country’s latent political instability and persistent structural development 
problems. Due to these risks, the outcomes of more extreme, but nevertheless 
quite plausible scenarios are likely to lie in opposite directions. I think the 


paper is very clear on these points. It suggests some directions of how the 
paradox can be resolved, but Dr. Montes seems himself sceptical whether this is 
the most feasible scenario. Although I tend to agree with much of his 


assessment, let me highlight a few critical points which might have been given 
some closer consideration. 


The "Filipino Policy Paradox" 


The "Filipino paradox" of policy making appears to be the following. 
The current government, and even the Marcos regime, has emphasized the need for 
structural reforms to create bases for sustainable growth and more equity. 
Critical preconditions to make the transformation are seen to be to sustain 
political stability and sufficiently favourable external conditions. However, 
at the same time, the Philippine experience seems to have shown that with these 
two preconditions present, the incentive to policy makers to actually implement 
structural reforms appears to decline. As long as there is some reasonable 
growth--"ho-hum" growth as Montes cheerfully labels it--why risk political 
destabilization by pushing through major reforms? This paradox does seem to 
provide a valid description of the reluctance of policy makers to engage in more 
serious attempts to remove structural development bottlenecks. However, put in 
this way, the real underlying reasons for this paradox remain unrevealed, i.e. 
the fragile balance of power between the major economic interests and the 
subsequent small room-to-manoeuvre of the state. The paper suggests more 
structural reforms are required to reach a more sustainable and equitable growth 
path, but it remains unclear about how to break out of the vicious circle in 
which the Philippine policy makers seem to be caught. Which are the actors that 
can be expected to take a longer-term perspective and become the carriers of the 
policy changes favoured by Montes? I do not have answers to these political 
questions, but in forward looking excercises like the present one, they are at 
least as important as the economic ones. 


I share Montes’ scepticism of reaching quick and successful reforms. 
I may even be more sceptical than he is. Let me comment briefly on four policy 
areas to make this clear: (a) trade policies; (b) foreign direct investment; (c) 
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public finance and debt management; and (d) structural reform and private sector 
response. 


Trade Policies 


With the impressive, export-led growth performance in its 
neighbouring countries (Thailand, Malaysia, Indonesia), Philippine ambitions to 
become a NIC as well are increasingly voiced. Montes’ paper is no exception. 
Manufactured exports boosted in recent years and may give ground for this 
optimism. Credit may be given to trade policies as real exchange rate adjustment 
and trade liberalization accompanied the export growth. A closer look at the 
facts should give less rise to optimism. Firstly, export growth fell behind 
import growth during 1986-90. Secondly, the growth of manufactured exports does 
not reflect a major diversification of the traded goods sector. Growth of 
industrial exports is concentrated in only two branches, garments and electronic 
semi-conductors. These branches were already developed as export sectors in the 
1970s and moreover appear highly import intensive. The share of domestic value 
added in total is in the case of semi-conductors as low as 15 percent; in the 
case of garments, 25 percent. There is thus no clear indication that the recent 
shifts in the trade regime have led to more export diversification, nor to 
enhanced industrial linkages; a direction to take if the country is to become 
a NIC by the turn of the century. | 


Montes comments that the trade regime still reflects too high levels 
of effective protection of industrial sectors with low growth potential and 
inefficient production. One would like to see more sectoral detail here, as well 
as a discussion of the implications for alternative trade policies. In my view, 
and this does not only apply to the Philippines, the implications are twofold. 
Firstly, the current orthodoxy of giving primacy to trade policies over well- 
defined, long-run industrialization policies should be reversed. Secondly, much 
more sectoral detail and sectoral priorities should be embedded in macroeconomic 
policy management. Countries with a long tradition of import substitution 
policies, like the Philippines, are likely to encounter significant transitional 
problems in reorienting industry towards export markets. Across-the-board 
reduction of effective protection rates or exchange rate adjustment are likely 
to be insufficient. Relative prices are important, but in the case of the 
Philippines, competitive industrial development is hampered in the first place, 
however, by more institutional factors like the lack of appropriate export 
financing schemes and inadequate infrastructure, including major bottlenecks in 
energy supplies and location schemes. Moreover, if export promotion is to be 
simultaneously compatible with employment growth and enhanced domestic industrial 
linkages, as suggested by Montes as well as by government plans, more selective 
and targetted industrial policies are required given limited resources for 
industrial support policies. The feasibility of export-led, labor-intensive 
industrialization, as propagated by Montes, requires in the first place an 
assessment of the possibilities of another industrialziation strategy, rather 


than a discussion of the limits to trade liberalization--the direction taken in 
the paper. 
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Foreign Direct Investment 


The past few years has shown an impressive increase in foreign direct 
investment (FDI) to the Philippines. This has reduced to some extent the 
foreign-exchange constrained and, referring to the Filipino paradox, may have 
mitigated to necessity for immediate structural adjustment. The paper is 
ambiguous about the role of FDI in the 1990s. On the one hand, FDI might play 
a positive role in the process of industrial transformation, but, on the other 
hand, the factors that attracted FDI in the first place may not be sustainable 
and supportive to long-term growth. 


With regard to the latter issue, Montes indicates as a point of fact 
that at least 60% of FDI over the past two years has been related to debt- 
conversion schemes; suggesting that without the scheme the actual amount of FDI 
would not have materialized. I have some doubts, whether there has been a real 
problem of "additionality" in the Philippine program of debt-equity swaps. It 
is difficult to establish counterfactually that FDI has been attracted by the 
program or whether these would have taken place anyway. It would seem to me 
that foreign investors (and Philippine residents shifting foreign assets back 
home) used the debt-conversion program simply as the cheapest way to finance 
their ventures in the Philippines, but that the program hardly attracted any 
new FDI. This presumption is based on three indicators. Firstly, Table 1 shows 
that the share of debt-equity swaps in total FDI fell with the limitation of the 
program in 1989 (to avoid inflationary effects) and is expected to increase 
again with the broadening of the program in 1990, i.e. from 81.7 percent in 1988 
to 45.2 in 1989 and 58.0 in 1990. Secondly, measures of private foreign asset 
accumulation ("capital flight"), show a tendency of a shift in private sector 
portfolio preferences to hold assets at home in 1987 and 1988 (see Table 2).1/ 
Thirdly, FDI in the Philippines follows a trend taking place in all ASEAN 
countries and seems associated with a process of restructuring of trade and 
industry in the region. These three factors seem to reflect enhanced business 
confidence to invest in the Philippines. 


On this basis, Montes’ pessimism about the inflow of FDI in the 
coming years seems unfounded. Worries may be ousted about the direction of FDI, 
however. Although about a third of approved FDI has been allocated to 
manufacturing industry, the largest share is into real estate in Metro Manila. 
Booming non-traded sectors of this kind seem to counteract the desired sectoral 
shifts discussed in the previous section. A policy conclusion from this is that 
FDI regulations need adjustment to fit the program of industrial priorities. 





1/ Several estimates indicate a return of "capital flight" money in 1987 and 
1988 as shown in Table 2. However, if account is taken of underrecording 
of workers’ remittances from abroad in official balance of payments figures 
(cf. Vos-estimate in Table 2), then only 1987 shows a negative value for 
the private capital outflow, although the 1988 outward movement is much 
below that in preceding years. 
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Debt Management and Fiscal Policies 


Montes’ analysis of the 1986-89 growth performance concludes that 
economic recovery has been largely demand led. In the initial phase, demand 
impulses came principally from fiscal expansion financed from increased inflows 
of official capital. I disagree with this hypothesis. The fiscal impulse has 
been financed by domestic financing. It is true that public borrowing from 
abroad turned positive again in 1986 and thereafter. However, this external 
money from debt rescheduling and increased support from the donor community was 
used in effect to meet debt servicing obligations. As Table 3 shows, enhanced 
interest payments has caused an increasing negative external transfer to the 
public sector. Increased public spending was thus financed from domestic 
resources. The economic recovery and increased public investment have clearly 
"crowded in" private investment over the past few years, but--given the tight 
monetary policies--there has been "crowding out" through financial markets 
(higher interest rates and lesser credit availability). The debt burden will 
continue to put a strong limit to growth in the 1990s without major effective 
debt reduction. The paper de-emphasizes the importance of the problem by 
suggesting that the Bretton Woods agencies will accommodate risks of reaching 
debt repayment limits. Even if this were true for the bottom-line case, it may 
be seriously doubted whether recue operations will be in time to avoid 
destabilization and disrupture of development policies. However, the limits on 
growth caused by a continued magnitude of the external debt overhang can be shown 
without referring to the bottom-line case. 


Firstly, simulations with the PIDS-NEDA macroeconometric model for 
the Philippines (Yap 1990) show that if a cap were placed on interest payments 
on external debt at 15 percent of exports,2/ a 1-2 percent point higher GNP 
growth could be achieved. Secondly, the size of the external debt makes the 
economy still highly vulnerable to external shocks, despite the preferential 
position within the Brady-plan scheme of debt reduction. This can be easily 
illustrated by a likely outcome for 1990. For this year a debt buy-back scheme 
has been arranged of US$1.3 billion, implying a reduction of the debt owed to 
commercial banks by about 10 percent. Interest savings are estimated at US$ 85 
million a year (assuming a 50 percent discount on the secondary market). A one 
percent point increase in the international interest rate--a very likely scenario 
with the expected global effects of the upcoming monetary union between the two 
Germany's--will raise the interest burden by US$130 million. 


Both points indicate the continued risk and welfare costs posed by 
the external debt problem. The current debt-reduction efforts may soon prove 
to be quite inadequate and halt economic recovery. 


Structural Reforms and Private Sector Response 


A final comment connects to the final remarks in the paper about 
"appropriate responses from the private sector". I agree with the observation 


pay In 1988, the actual ratio of interest payments to exports of goods and 
services was 21 percent. ‘ 


Sat 
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that the success of liberalization measures and more efficient state intervention 
do not merely depend on the pervasiveness with which these are implemented, but 
more importantly with the way in which private sector agents (can) respond to 
these. During the 1980s, the key word in orthodox adjustment policies has been 
market orientation. But private sector responsiveness cannot be taken for 
granted. Montes’ main concern is how to convert (or replace) the traditional 
elite (who Aquino allowed to trade places again with the former Marcos "cronies") 
into (by) an efficient business. sector. Fighting corruption and 
professionalizing state bureaucracy may be one step in this direction. Two other 
issues, not taken up in the paper, are probably at least as important. A first 
issue is that the private sector response has to be made to work, not just by 
relative price adjustments, but more importantly by well-directed infrastructural 
support, credit policies and asset redistribution. Historical evidence can be 
found nearby (Korea, Taiwan).3/ A second issue is the heterogeneity of the 
private sector. In the Philippines, as well as in many other developing 
countries, the bulk of employment and accumulation is generated in household 
firms. More than half of private savings in the Philippines belongs to 
households and unincorporated businesses (farms, small-scale industries and 
informal traders). Liberalization measures, as well as public investment 
programs, are likely to affect the different segments of the private sector 
(e.g. modern corporations versus household firms) in different ways. Macro- 
policies have to take account of differences in the capacity to respond of 
private agents. This should be a much more important area of concern to policy 
makers, in the Philippines and elsewhere, as well as to academic research. Most 
attention in the 1980s has been directed to fiscal and public sector reform, 
while the private sector was mostly seen as a deus ex machina. Reliance on the 
private sector to achieve sustainable and equitable growth in the 1990s could 
be built on a blind confidence or, with more likely success, on a proper 
understanding of the sector’s operations and guided support. 





3/ A more recent example may be Indonesia, where the recent impressive labor- 
intensive, export growth performance should not be assigned in the first 
place to recent exchange-rate and trade measures, but rather to public 
investment efforts in supplying adequate (rural) infrastructure in the 
preceding decades (see World Bank 1990). 
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Table 1: FOREIGN DIRECT INVESTMENT AND DEBT CONVERSION 
(USS millions) 





1988 1989 


i 


Foreign direct investment 986 757 891 
of which: debt conversion 806 342 517 
Debt conversion as % of FDI 81.7 45.2 58.0 


Source: Central Bank of The Philippines 


Table 2: ESTIMATES OF PRIVATE FOREIGN ASSET ACCUMULATION 
(US$ millions) 





1971-82 1983-86 1987 1988 





Morgan Guarantee definition a/ 7660 156 -439 -545 
Boyce and Zarsky (1988) b/ 8820 637 nea. n.a. 


Vos (1990) c/ 9367 3297 -102 322 


ee 


Source: Boyce and Zarsky (1988) and Vos (1990). 


Notes: Figures for 1971-82 and 1983-86 are cumulative totals for period. 

a. Private, non-bank foreign asset accumulation derived residually as change 
in external debt plus net foreign investment inflow less current account deficit 
less increase in international reserves (official and banks; including 
reserve valuation adjustments). 

b. As (a), but includes change on foreign assets of commercial banks and an estimate for 
trade misinvoicing. 

c. As (a) but includes estimates for trade misinvoicing and for underrecording 
of workers’ remittances abroad as sources of private capital outflows. 


able 3: NET EXTERNAL TRANSFER OF NATIONAL GOVERNMENT 
(in millions of pesos) : 





1985 1986 1987 1988 1989¢ 





Net external transfer (1-2) -4.7 -2.3 -4.8 -8.8 -12.6 
4. Net external financing -0.3 3.6 Wel 4.2 4.1 
2. Interest payments on 

external debt of nat. government 4.4 5.9 12.5 13.0 16.7 
Net external transfer as % of GNP -0.8 -0.4 -0.7 -1.1 -1.3 


ee 


Source: Central Bank of the Philippines. 
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ADJUSTMENT IN WEST AFRICA: THE GUINEA EXPERIENCE 
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This paper analyzes Guinea’s structural adjustment and economic policy 
reform. In 1980, the economy of Guinea was one of the most distorted in West 
Africa; 10 years later, most distortions have been removed. Yet barriers to 
economic development remain. Outside the enclave mining sector, prospects for 
growth and diversification are limited. Foreign private investment could help 
solve the problem, but the investment will not be sustained unless the role of 
the public sector in Guinea’s economy is defined. 


This paper looks at Guinea's socialist First Republic and argues that 
its policy was responsible for Guinea's poor economic performance. The reform 
measures initiated in 1985 under the Second Republic are described and remaining 
problems discussed. Finally, the paper summarizes lessons from Guinea's 
experience and examines the major challenges for the future. Tables of national 
accounts, balance of payments, and government budget data are in the annex. 


HERITAGE OF THE FIRST REPUBLIC 


Guinea's abundant water, rich mineral resources, and diverse topography 
and soils give the country the potential to produce a wide variety of goods and 
services for local consumption and for export. This potential, however, remains 
untapped. Per capita income in 1986 was less than US$300, one of the world’s 
lowest. From 1960 to 1985 real gross domestic product (GDP) increased slightly 
more quickly than the population, with growth concentrated in the bauxite mining 
enclave.1/ While bauxite and alumina production grew about 12 percent yearly, 
the agricultural sector, where the population is concentrated, stagnated, and 
its per capita output declined. The cash crop sector performed especially 
poorly: banana exports fell from 100,000 metric tons in 1955 to virtually zero 
in 1985; coffee exports declined 80 percent from their 1960 level; and pineapple 
exports dropped to 10 percent of their 1971-72 peak. While Guinea’s exports were 
increasingly concentrated in bauxite, the country depended more on imported food. 
Rice imports rose from 7,000 metric tons (mt) in 1958 to nearly 200,000 mt by 
1985: 


Although the sudden departure of French technicians in 1958, drought 
in the 1970s, and oil shocks in 1973-74 and 1979 contributed to the dismal 
performance, the major culprit was the policy of Guinea's First Republic. The 
currency exchange rate was overvalued, imports were rigidly restricted, and 
marketing and input distribution were state-controlled. Agricultural and 
industrial state enterprises were inefficient. The government forcibly 
collectivized agriculture, subsidized food prices to urban consumers, and gave 
inadequate incentives to rural farmers. Barriers existed to private domestic 
trade. The country’s transportation and communication systems deteriorated, and 
agricultural research and extension was neglected. Despite heavy investment in 
the productive sectors of the economy, the government lacked the management 
skills and administrative capacity to run a command economy. Cumbersome 
government procedures and policies prevented the private sector from allocating 





ity World Bank, Sub-Saharan Africa: From Crisis to Sustainable Growth; A 
Long-Term Perspective Study, Washington: World Bank, 1989, p. 221. 
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resources to help the economy grow. Instead the public sector was bloated with 
poorly trained and underused employees, who drained Guinea’s resources and 
necessitated increasing subsidies to the state enterprises. The difficulty of 
implementing projects under this system discouraged foreign investors and donors 
from putting resources in Guinea. Yet Guinea, unable to mobilize domestic 
savings, increased its heavy external debt burden. Much of the debt was linked 
to unproductive public investments outside the mining sector.2/ 


By the early 1980s, the economy was highly dualistic. The government 
depended on the mining sector, largely owned and managed by foreigners, for 
revenue and foreign exchange. The government allocated these resources through 
a complex system of quantitative controls and administered prices linked to the 
overvalued currency. The rest of the economy functioned outside the official 
sector, using foreign exchange from clandestine exports and private transfers 
from abroad to smuggle imports over Guinea's borders. 


In the late 1970s, the government's revenue and foreign exchange 
earnings stagnated while its recurrent expenditures and external debt service 
expanded. To address increasing financial difficulties, the government undertook 
several modest reforms. Private domestic trade. was tolerated, and official 
marketing quotas were eliminated except for livestock. Many prices still were 
regulated, however, and marketing reforms failed to revive the economy because 
of the severely overvalued currency (23 sylis/US$ officially compared with 400 
sylis/US$ on the black market). 


As the gap between official and underground prices widened, fewer goods 
flowed through official channels. State marketing agencies collected little 
agricultural produce because the prices offered to farmers were too low. Imports 
and exports were officially monopolized by state agencies, but domestic inflation 
led to excess demand for imports at the official exchange rate. The situation 
necessitated tighter import restrictions. The gap between official and parallel 
market prices grew, and the profitability of diverting imported goods from 
official channels rose. By the early 1980s, 80 percent of urban demand and 
virtually all demand for marketed consumer goods outside of Conakry was met from 
nonofficial sources. 


ECONOMIC AND FINANCIAL REFORMS 


The Second Republic, established in 1984, initiated ambitious economic 
and financial reforms. These reforms were supported by a Structural Adjustment 
Credit from the World Bank, several Stand-By and Structural Adjustment Facility 
arrangements with the IMF, and substantial program aid from bilateral donors. 


vas Details regarding these disastrous policies and their effects on the 
economy are contained in Revolutionary People’s Republic of Guinea 
Ministry of Agriculture, Water, Forests, and Processing, ONADER Project, 
Study of Prices and Rural Producer Incentives - Final Report, Aenbctatas 
for International Resources and Development, February 1983. 
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The objective of the reforms was to free the economy from state control 
and government intervention and to establish policies to encourage a market 
economy. Measures designed to meet this broad goal were to: 


(a) devalue and free up the exchange rate; 

(b) replace the defunct state banking system with privately owned banks; 
(c) eliminate price controls; 

(d) liberalize external and internal trade; 

(e) establish a legal/institutional environment conducive to private 


sector savings and investment; 


C#) reduce public sector employment, withdraw government from commercial 
and industrial activity, and make legitimate public sector 
operations more efficient; and 


(g) shift public investment toward supporting productive private sector 
activities. 


Implementation of these measures began after mid-1985. 


In January 1986 the government replaced the syli with the Guinea franc, 
pegged to a basket of currencies at a rate reflecting the scarcity value of 
foreign exchange. In May 1986 the exchange rate was unified when the government 
and the private sector were required to purchase foreign exchange at a rate 
determined at weekly auctions, which were open for all current account 
transactions. In 1987 about 30 percent of the foreign exchange sold at the 
auction came from the private and parastatal sectors; the balance came from the 
Central Bank's foreign exchange reserves, which were supplied from mining 
revenues and donor balance-of-payments assistance. 


All six state banks were closed at the end of 1985 and replaced by five 
private or joint-venture banks with majority private ownership. Almost all bank 
branches, however, were located in Conakry. 


Prices of goods except imported rice and petroleum products were 
decontrolled in 1986. Rice and petroleum product prices were raised at least 
fourfold at the same time to reflect the new exchange rate. Periodic adjustments 
in these prices have been made since to reflect changes in world prices, the 
exchange rate, and the level of indirect taxation. Tariffs on utilities and 
public services still are set administratively, with significant 
cross-subsidization. 


The private sector was allowed to engage freely in internal and 
external marketing, and the state monopolies on long distance transport and 
storage were eliminated. Import and export procedures were radically simplified. 
Import licensing was abolished and replaced with an import declaration granted 
‘to all licensed traders. Import tariffs were simplified. Tariff rates were 
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reduced to compensate for the increase in the taxable base following devaluation, 
to dampen inflation resulting from the devaluation, to reduce tax evasion, and 
to avoid excessive import protection. 


The government started building a more coherent legal/institutional 
framework to support the private sector. Investment, mining, and petroleum codes 
were adopted. Incentives under the investment code were time-bound and designed 
not to affect production decisions. A customs code and a land tenure code were 
prepared, and laws regulating the banking sector and commercial activity were 
adopted. 


The government reduced public sector employment through a voluntary 
departure plan, forced retirement, the closing of public enterprises, and 
competitive examinations. By mid-1989, public sector positions had decreased 
from 90,000 to 62,000, though some of the cuts were held up pending 
administrative reorganization. Of 128 public enterprises, 69 were closed, ze 
were sold, and the rest were being privatized or otherwise restructured. But 
the public sector wage bill continued rising because of big pay increases to 
offset inflation and provide public officials with better incentives. 


The government adopted a three-year rolling public investment program 
for 1987-89 to strengthen infrastructure, human resources, and public services 
in support of the private sector. But the government could not undertake all 
of the investment projects because of the size and complexity of the program, 
delays in mobilizing donor financing, and weakness in project preparation by 
technical ministries. 


CURRENT. PROBLEMS 


Guinea's far-reaching policy reforms have created an incentive 
structure favorable to economic growth. The exchange rate reflects reasonably 
well the opportunity cost of foreign exchange, especially in comparison with the 
overvalued CFA franc, and institutional mechanisms provide exchange rate 
flexibility. Private banks serve the business community’s credit needs. With 
few exceptions, prices move freely, external and internal trade have been 
liberalized, and taxes on trade are low. The new legal/institutional structure 
should facilitate private savings and investment. Public sector employment has 
been reduced, public enterprises eliminated or privatized, and government 
efficiency increased. Finally, the donor* community has provided abundant 
resources to finance the public investment program. Despite this, a number of 
disquieting problems remain. 


Debt Burden and Export Diversification 


First among these is the external debt burden, whose risks are 
magnified by Guinea’s lack of export diversification. Guinea’s public and 
publicly guaranteed medium and long-term debt outstanding at the end of 1985 was 
US$1,576 million, including US$280 million in payment arrears. This was more 
than 90 percent of GDP. Debt service obligations in 1986, had.they all been met 
would have cost US$154 million, or 30 percent of the value of goods and sefuieas 
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exports. Although some of Guinea's debt to financial: institutions has been 
rescheduled and part of its commercial arrears eliminated, the external debt 
problem remains thorny. The country incurred substantial external payments 
arrears in 1987 and 1988. Although it reduced arrears in 1989, Guinea’s total 
medium and long-term public debt currently exceeds US$1,900 million. 


This burden is particularly troublesome because Guinea depends heavily 
on the mining sector to service the debt. In 1986, bauxite and alumina accounted 
for 75 percent of the government’s budgetary receipts. These resources enabled 
the First Republic to survive for many years despite the near-total collapse of 
the rest of the economy. Today the mining sector accounts for 85 percent of 
total exports. Although in the short to medium term the prognosis is good for 
favorable world market prices and expanded investment in the sector, lack of 
export diversification presents future risks. 


Moreover, the government has limited ability to capture revenue through 
other sources of direct or indirect taxes. Years of smuggling and corruption 
have established patterns of tax evasion that are hard to reverse. Tax rates 
on imports are low in part to reduce evasion, but this also reduces revenue. 
Tax revenue as a percentage of GDP is very low by African standards. 


In addition, it is unclear whether the investment program outside of 
mining is contributing to economic growth and to Guinea’s ability to service 
future external debt. Despite the recent agricultural census, the results of 
which are not yet available, data on production in the rural and informal urban 
sectors are almost nonexistent. Individual projects collect data for monitoring 
and evaluation purposes, but these data cover only a fraction of the population, 
and collection and analysis methods are often poor. Thus it is difficult to 
measure the impact of public investment on a large part of Guinea's productive 
activity. 


This is worrisome because near-term growth areas in the Guinean 
economy, outside of mining, are hard to identify. The most promising area is 
agricultural exports. . However, the Agricultural Export Promotion Project, 
recently identified by the World Bank, anticipates the project will boost exports 
from the current US$25 million to only US$75 million in five years. This 
compares with 1989 mining exports of US$600 million. Part of the problem is the 
time required for coffee and fruit trees--in which Guinea has its strongest 
comparative advantage--to come into production. Also important in the long run 
are limitations on suitable land for planting these trees. 


Although agricultural exports have more limited potential than mining 
exports, they have more links with the rest of the economy, creating a secondary 
impetus for growth. In addition, diversification of exports to include processed 
products can help train entrepreneurs and workers to produce and market more 
manufactured exports. In summary, agricultural exports have an important role 
to play in Guinea’s long-term economic development but will not be a major source 
of growth for the next five to ten years. 


- 192 - 


Constraints on Efficient Resource Allocation 


Despite Guinea’s progress in eliminating distortion in the economy, 
impediments remain to the efficient allocation of resources. 


Foreign Exchange Market. Because of the way the foreign exchange 
auction is managed, the exchange rate does not necessarily reflect the long-run 
opportunity cost of the foreign exchange being sold. The demand for foreign 
exchange is determined by the sum of requests from private importers, public 
sector import, and debt service obligations. This is matched against the foreign 
exchange available from private exporters. Since demand always exceeds supply 
from this source, the balance is withdrawn from central bank reserves, which 
are supplied by mining revenues and foreign assistance. The exchange rate, 
therefore, is not determined by market forces but by the central bank based on 
such criteria as the parallel market exchange rate, the rate of inflation, the 
level of foreign exchange reserves, past trends in the demand for foreign 
exchange, and the exchange rate between the US dollar and the French franc. 


Not included in these criteria is the ability of the government to 
service its external debt in the future. Thus foreign exchange is in danger of 
being underpriced at present, leading to excessive inflows of consumer goods and 
capital goods going to relatively unproductive investments. At the same time, 
lack of absorptive capacity in the public sector severely constrains the 
government's ability to invest in infrastructure to raise productivity and create 
the economic base for future debt service and improved living standards. 


Lack of Credit for Investment. The new Guinean banking system is 
improving the mobilization of financial resources and increasing the flow of 
credit to the private sector. But currency in circulation comprises up to 72 
percent of the total money supply, reflecting lack of confidence in the banking 
system and low interest rates paid on deposits in the face of high inflation.3/ 


Bank loans are concentrated in short-term commercial credit since 
commercial banks are reluctant to undertake medium- and long-term lending, 
especially in rural areas. This is partly due to risk aversion, given the banks’ 
limited experience with the Guinean market, as well as high administrative costs 
associated with the small size of most agricultural and informal urban sector 
loans. The reluctance also stems from the absence of a legal framework for 
banking sureties, including rights to land. 


Obstacles to Trade. Despite the freeing up of external trade, 
administrative hurdles remain. These take time and resources to overcome. 
Furthermore, goods transported internally are subject to bribes and delays. The 
marketing of imported rice is disturbed by periodic arrivals of bulky food aid 
shipments, vacillating policies on official rice prices, and government efforts 
to regulate imported rice distribution outside of Conakry. . 


3/ The rate of inflation in 1988 was 24 percent, while the.rate of interest 
paid on term deposits of more than six months was only 17 percent. 
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Marketing Infrastructure. Guinea's physical infrastructure 
deteriorated markedly during the First Republic and now is in very poor 
condition, hindering export expansion except for bauxite. The condition of the 
1,000 kilometers of paved roads varies. Secondary and feeder roads are in poor 
condition. Many roads and bridges are impassable during the rainy season. 
Communication has improved but is still inadequate to encourage trade and 
investment. Constant breakdowns in telephone and telex service increase costs 
and reduce efficiency for businesses, many of which are new and especially 
vulnerable to communication problems. Telephone service is limited in Conakry 
and nonexistent between Conakry and the interior. The country’s water and energy 
distribution systems cannot meet private sector demands, and ports and railroads 
need major improvement. 


Legal and Institutional straints. Although the legal and 
institutional framework to support the private sector is taking shape, the move 
away from a controlled economy is incomplete or in many cases ambiguous. For 
example, incentive structures overlap and conflict, attitudes towards private 
foreign investment are mixed, and procedures for establishing enterprises are 
inconsistent and plagued by extra-legal barriers. The absence of clear rights 
to land removes an important source of collateral for credit and discourages 
long-term investments. There are problems in hiring and firing labor, and in 
transferring foreign exchange. 


The investment code frequently conflicts with individual agreements and 
with the incentive structure. The code provides for special treatment for 
certain types of enterprises, without explaining why. Furthermore, each 
incentive package or combination of packages under the code is complex and 
involves varied benefits. The system would be clearer if there were one package 
of incentives for all approved projects. The incentives provided under the tax 
code, the customs code, and general legislation would shape an incentive system 
for the long term. For these codes and legislation to be effective, however, 
implementing decrees are required in many cases. 


Government Reform. The long-term sustainability of the reform process 
depends on the government's ability to build a qualified, motivated civil service 
that can manage the national economy within the framework of a flexible, 
market-oriented structure. The public sector work force will have to be cut to 
about 50,000, public sector wages and salaries raised to private sector levels, 
and liquidation or privatization of public enterprises completed. In addition, 
the administration of tax collection and public expenditure control needs 
improvement. 


Public Investment. Finally, the public sector’s ability to program 
public investment in conformity with a viable macroeconomic framework must be 
strengthened. The government must identify and prepare projects in accordance 
with standard financial and economic criteria, prepare a comprehensive annual 
investment budget, and institute a system for the physical and financial 
monitoring of projects. Without this capacity, public sector investment will 
remain a major bottleneck to the realization of Guinea’s economic potential. 
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Lack of Rural Development and Prospec the Futu 


Rural sector stagnation constrains economic development. Yields are 
low, given Guinea's agricultural resource potential. Agricultural research and 
extension is limited to a few enclave projects. Farmers rarely use fertilizers, 
improved seeds, phytosanitary products, and farm machinery, in part because of 
high transportation costs. This limits the market for such products and for 
agricultural ctedit. In turn, the low volume of rural credit, product marketing, 
and agricultural input distribution raises the unit cost of these to levels that 
discourage commercialized agriculture. 


The effects of this are clear. Agriculture employs 80 percent of the 
population but generates only 40 percent of GDP. Although agricultural exports 
are slowly rising, they account for 3 percent of export earnings and are well 
below preindependence levels. Meanwhile, food imports have increased to 20 
percent of the total import bill. Rice imports have tripled in the last ten 
years. 


Guinea has the natural resources for agricultural development. Coffee, 
cocoa, oil palm, and rubber could be produced in the Forest Region. Tropical 
fruits and vegetables can be grown in large quantities for. export fresh or 
processed if the markets can be found. Guinea has a comparative advantage in 
cotton, which can be grown for local demand and export, and in groundnuts. The 
country can profitably produce coarse grains (maize, millet, sorghum, and fonio) 
for the domestic market, though growing rice for sale in Conakry is unprofitable 
in the fact of projected import prices. Finally, Guinea has an enormous untapped 
potential in its large herd of trypano-tolerant N’Dama cattle, offshore fishery 
resources, inshore coastal fisheries, and aquaculture. 


The long time needed to develop manufacturing and the enclave nature 
of the mining sector make agricultural development vitally important to Guinea. 
Although agriculture is never likely to contribute as much to exports or to 
public revenue as does mining, income.generated in the rural sector is widely 
shared. Development of the sector increases employment, creates markets for 
agricultural inputs and consumer goods, and makes agricultural production 
available for downstream processing and distribution. These intertwined effects 


are essential to develop not only the rural economy but also industrial and 
service activities in urban areas. 


To absorb Guinea's growing population, farmers must intensify their 
cultivation techniques. Food crops need to be shifted from the hillsides to 
lowlands where the soil can be better conserved and water better managed. 
However, intensive use of fertilizers and other intermediate inputs is not 
profitable because of the high cost of importing them and transporting them 
inland. Yields can be increased through selection of local seed varieties, 
better crop husbandry, and improved water control. Whether this will be adequate 
to sustain the increased population is unclear. There is little research in 
Guinea on ways to increase the productivity of local varieties. 


The structure of Guinea's comparative advantage..will change as 
population density increases, land becomes scarcer, and cash crops are developed. 
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These developments will encourage intensification of cultivation as land value 
rises in relation to that of labor and other inputs. In the future, Guinea may 
be able to compete better with rice imports using intensive forms of rice 
cultivation. This comparative advantage gain might be offset by migration to 
neighboring countries where there is less of a land shortage. Land is becoming 
scarcer all over West Africa, however, so this safety valve may not be available 
to relieve population pressure. . 


In the long run, economic development in Guinea must involve 
industrialization. Even today the industrial sector should not be overlooked 
given the population growth and environmental risks that Guinea faces. 
Industrialization can for the next few years play a useful complementary role 
promoting agricultural development by processing outputs and producing inputs. 
But it is important that incentives to industry not discriminate against 
agriculture and that they encourage employment as population grows. 


LESSONS _ LEARNED AND ISSUES FOR THE FUTURE 


A number of lessons can be learned from the Guinean experience with 
structural adjustment and economic policy reform. First, it is possible to 
undertake dramatic reforms in a very short time. Guinea had three major 
advantages in doing this: (a) a complete change of government following the 
death of Sekou Toure, the previous president; (b) an economy that was so 
distorted that virtually everyone lost under the old system; and (c) massive 
foreign aid, which softened the impact of devaluation and the elimination of 
price controls. 


Second, "getting prices right" is a necessary but not sufficient 
condition for economic development. Guinea still faces many problems concerning 
external debt, constraints to efficient resource allocation, and lack of rural 
development. Most important, the government’s role in economic development has 
yet to be defined, and government capacity to fulfill that role has not yet been 
built. 


The government must define in broad terms the most desirable future 
path of Guinean development. While mining will for many years make a greater 
contribution to exports and public revenue than agriculture or industry, 
agricultural production for export and sale to the urban market has more links 
to the rest of the economy. Diversification into processed agricultural products 
can train Guineans to produce and market a broader range of manufactured goods. 
Investment and policies to promote agricultural cash crop production must be 
long-term, however, since the gestation period for many of these crops is long. 


A key issue in export promotion is the business climate and the role 
of foreign private investment. Foreign partners can be especially important for 
penetrating overseas markets, providing information on quality requirements, and 
helping transfer technology. This is perhaps even more important than the 
capital contribution that they make. There is a need, therefore, to create a 
more stable investment environment by permitting the repatriation of profits, 
providing guarantees on expropriation, establishing adequate land use rights, 
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' avoiding overvaluation of the exchange rate and excessive protection against 
imports, and generally creating a business atmosphere conducive to export growth. 


The government must define the role of the public sector. Its main 
activities should be provision of public goods such as rural infrastructure 
(roads, telecommunications) , research and extension, export quality surveillance, 
public health, and preservation of natural resources. An effective program of 
public investment will require enhanced government capacity to program, identify, 
prepare, appraise, monitor, and evaluate investment projects. Another important 
issue to be resolved is how banking services can be made more broadly available, 
especially in rural areas, without the use of public subsidies. 


Nothing is of greater concern than preservation of Guinea’s rich 
natural resource base upon which future economic development depends. This base 
is threatened by overexploitation and inadequate safeguarding against loss of 
soil fertility, deforestation, erosion, overfishing, and a host of other 
environmental problems. Resource use rights must be more clearly defined, taking 
into account the scarcity value of resources. Use rights might be defined for 
individuals, local communities, national government, or international 
organizations, depending on how far the effects of the use extend. Unless 
individuals and local communities have security of tenure and the authority to 
manage the natural resources that they use, the chances for successful management 
are poor. Spillover of the effects of natural resource use beyond local and 
national borders requires management at the national and even international 
level. 
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STATISTICAL ANNEX 


Tables 1 through 3 provide basic information on Guinea's national 
accounts, balance of payments, and public budget. These data should be treated 
with considerable caution. In particular, comparisons between the periods before 
and after the devaluation of 1986 are risky. The GDP deflator, for example, rose 
from 145.2 in 1985 to 1,773.7 in 1986 (1980 = 100). This exceeds the inflation 
rate in Guinea and stems from the large change in the exchange rate. As a 
result, the deflator is not given for 1986 and 1987 in Table 1. 
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Table 1: NATIONAL ACCOUNTS 





1980 1985 1986 1987 
GDP 
- Sylis/FG (1980=100) 33465 -- 37267 39466 
- $US million (current) 1764 1982 1916 2166 
GDP Deflator 
(nat] currency 1980=100) 100 145.2 =e ahs 
Share to GDP (%) 
Private Consumption 57.6 72.5 72.9 72.3 
Government 20.8 14.5 eZee 10.6 
Investment 15.8. 9.4 17.5 16.8 
Exports 28¢1 25.4 30.1 30.2 
Imports 223 21.8 32.6 29.9 
Real Growth Rate (%) 1980-1985 986 .1987 
Exports a/ 2.6 3.3 5.5 
Imports a/ 62 ia at 
Per Capita Total a -- -- 
Consumption b/ 
Population 2.4 2.9 z.5 
a/ Average annual growth rate at constant 1980 Prices for 1980-1985. 
Figures for 1986 and 1987 based on current prices. 
b/ SUS (1980 constant). 
Sources: World Bank (1989). Trends in Developing Economies 1989. 


Washington, D.C. 


UNDP and World Bank (1989). African Economic and Financial 
Data. Washington, D.c. 
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Table 2: BALANCE OF PAYMENTS 
(in current USS millions) 


1980... .3985..... 1986. 1987 





Exports 497 545 563 594 
Imports 394 475 540 560 
Net Factor Income -- 0 -142 -132 
Net Current Transfer me 0 8 -16 
Official Flow ~— 0 33 61 
Current Account Balance cates 69 -79 =o5 
Direct Investment == 0 i) 5 
Net LT Loans 48 50 719 70 
Other LT Inflows == -82 38 8 
Net ST Transfers . =- -128 => 0 
Cap Flow NEI 0 0 0 0 
Errors and Omissions == -8 -41 -51 
Change in Reserves == 99 13 21 
External Debt 1117 1466 1569 1784 


pie eee ees Ebinoschons covntties 8 Nest 2. ee 
a/ Debt outstanding and disbursed. 


Source: World Bank (1989). Trends in Developing Economies 1989. 
Washington, D.C. 
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Table 3: PUBLIC SECTOR REVENUE AND EXPENDITURES 
(as a share of GDP) (%) 


1986 1987 

Revenue 11.8 13 
Expenditure 

Current Hs.1 LS 

Capital 77 8.5 

Balance -9.1 -7 


Source: World Bank (1989). Trends in Developing Economies 1989. 
Washington, D.C. 
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COMMENTARY BY PATRICK HONOHAN 


This is an interesting paper throwing light on a country which I have 
always regarded as a bit of a puzzle. The air of mystery surrounding Guinea is 
enhanced by the fact that it has never had a page of data to itself in 
International Financial Statistics. But more to the point, it is puzzling 
because of the fact that Guinea's disappointing economic and social performance 
is often laid at the door of the Sekou Toure administration (with the colonial 
past being described in glowing terms), whereas the objective indicators on which 
Guinea performs poorly have not deteriorated much in relative terms since the 
mid-1950s. Dirck Stryker's paper too blames most of the present woes on the 
administration that ended in 1984. 





For instance, life expectancy at birth is lower in Guinea than in 
all but one other country in the World Development Report's tables, and infant 
mortality is not much better: fifth from the bottom. But these rankings were 
almost the same a quarter of a century ago. 


Furthermore, it appears that Guinea is far from being the poorest 
country in West Africa, so it seems that criticism of its performance must be 
by reference with an unrealized potential. And it is certainly true that Guinea 
does have much by way of natural resources: not only bauxite and (since the 
middle ages) gold, but also relatively good agricultural land. 


I don’t think that the poor performance can be blamed on the 
relatively small amount of aid by comparison with GNP. It is true that 
neighboring Mali, Burkina Faso and Sierra Leone enjoy much higher proportionate 
amounts of aid, but the sums are not. that different in dollars per head, and 
anyway the productivity of much of the aid going to pay the salaries of 
expatriate advisors might be questioned. 


Nor do I think that Guinea has suffered unduly from its decision not 
to join the CFA zone--one of the most conspicuous differences of policy between 
it and the other francophone countries in West Africa. Guinea adopted its own 
currency soon after independence and it is true that the currency went the way 
of virtually every other independent currency in Africa, falling to a fraction 
of its value. The official exchange rate was six times the parallel market rate 
by 1983, twelve times by 1985. So although there is some uncertainty about just 
how and when inflation accelerated during the 1980s in Guinea, it is clear that 
inflation was much higher than it would have been had Guinea stayed with the CFA 
franc. Even now, after the reforms, inflation is running at 30 percent per 
annum. But against this higher inflation must be set the probability that 
Guinea, as a small and relatively poor member of the UMOA, would have suffered 
from the skewed distribution of credit between member states that has 


characterized the franc zone. 


As an aside, I would not be as hard as Dirck was on the management 
of the exchange auction. After all there is a sharp distinction to be made 
between the type of exchange rate overvaluation which Guinea (like Ghana and 
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Nigeria) had up to the mid-1980s, reflected in an absolute shortage of foreign 
exchange at the posted exchange rate, and by extensive rationing, and the other 
milder type where, although competitiveness is being hampered by a high rate, 
nevertheless there is little rationing. It is the latter case that one is now 
talking about in Guinea (and in the CFA countries at present). 


Professor Stryker points to a shortage of credit for development. 
The story of the Guinean banking system is a sad one (set out in an interesting 
unpublished paper by Roland Tenconi). It turns out to be linked with the rapid 
inflation of the 1980s. Because the government's finances were bolstered by 
bauxite revenues, the banking system was as not as severely affected by 
delinquent loans to state enterprises or political figures as was the case in 
many other countries. But what brought the banks down was widespread fraud on 
the deposit side. The money supply was artificially swollen by these frauds, 
adding to inflationary pressure and finally resulting in the abrupt closure of 
95 percent of the banking system on a December day in 1985. The lack of 
confidence which this experience engendered has undoubtedly increased the usual 
conservatism of the banks which have come to replace those that failed. Having, 
by mid-1989, mobilized in deposits only one-third as much as the currency issue, 
their development effort has certainly been feeble. 


If there is to be an explanation for the disappointing development 
of Guinea over the years it may be most easily attributed to the country's 
reliance on bauxite. R.W. Austen has drawn a sharp distinction between, on the 
one hand, those African countries (many of them in West Africa) whose colonial 
and post-colonial development has followed the statist model and relied on the 
development of plantation agriculture and the other more mixed economies. Some 
of the statist economies have relied on minerals rather than plantation 
agriculture, and of these, the Guinean dependence of bauxite is the longest 
standing and most egregious. Whereas it was natural for countries with 
plantation crops such as coffee and cocoa to diversify into other agricultural 
ventures and even to have some spinoff into processing, the bauxite business is 
inherently a large-scale enclave type of business offering no obvious spinoffs. 
Because the bauxite revenue was there, the government had no need to encourage 
the development of other sources of revenue, and therefore the remainder of the 
modern economy never took off. There are parallels with the collapse of the non- 
oil economy in Nigeria after the oil boom, but the Guinean case is more extreme. 
Indeed, as Dirck Stryker points out, the non-bauxite economy slipped away from 
the control of government almost entirely during the Sekou Toure years: the 
government did not need it, and it got nothing from government. 


If this analysis is correct--and here I should stress that I do not 
claim a detailed knowledge of the situation--there are deep-seated reasons for 


not expecting any further strong rebound in Guinean growth over the next few 
years. 


EMERGING MALAWI 


Kenneth K. Meyers 


With commentary by Charles Humphreys 























= 

nf i 

! Wir 

= 

= if. 

' 7 a Ps ig ' 
7 , q _ P 
} Hizec: “Be » oe i Silat, (ee ete a a a eee ae 


@tfhacc: a. in : (i ona hy L hare tl , fot Len 
Aa voce ? : 7 eter ‘es ; tan Tg heer on wy 7 
- ». Revertheless there ‘ ieuke fe Tis : cow et lat tex case chy 
{ “seliking ehoct “ic Guitwa (and . PETS 5st pres an: 


; _— ' — — : : lupe . . ~ tpt ¢ Fa > ae 


he 
ima 
J 
’ 
i 
, 
— 
2 
» 
* 
ad 













a — * otth eatery FF 48:e Gerirhen bate ine ej , Soe Cay et fo tee 
Cnr ed. peper by Relea? Teo: ES Oe cen | Sinked wi cero 
infle tig of tin 199% men | ‘s' £ tier — o vere Delete reds: 
ia P Pawexatn reemaity, She benim ah: eee. a, earene Lyn attwetbad f 

Lay erent ene eo biees.: : ir si Pigures ae “wae Chai" ti ie 
ay. aay, ots erert ts é 7 i aster Sir Bee Wh wast seapeaat. 
¥ C dopodic: aig ike We "LAM D4 OS Lily “Ses (een 17 
ethex ce 4nflatters Probe wy =. ting is che uae 
“percent of th rs 
“eeetidatcs whit this eng: ipeate res wutoubtedhy osteened: 
Sonser arise of ie Sanka <i i ; 6 thaae thet Fath 
‘the settee, Bob Asa 06 30 ¢ Hi 2 é ct SE, Spe curs 

tthe 


2 dts une has © J 3 4 64 . ; ’ * ata 














Py ’ . 
>» i of a ; , LA es * 








is tf t? Sur : > Pa 4 y 4 tas e} oinkin 

nee over Ae ye ‘hy athe thoted bee 
Eaten on beusite. — y cipern faite Ghetiner tea be etruR, 
7e ne virgen ? BS Me ‘ ; at : eéyt At rive} x jinee este 


* wt ech mial a@evei 


and | hisyet” x iis | ete evist model and relied ¢ 
7 7 pace plase OcieT Varco reget econcates:, 
ere cae velied on minersle> vets thks “gt ite “ie 
om a we 4 re Gate per@euce of bevkice tes (tha kame 
vy Ceo gost : fra roag 1 . Sirural fer scenes tha’ 
th 
Rares coor ka cae Mie ify into ther grin’ saved 


coat aol bonita 2 ; DELS Ah pfoorccing, ie Betkite tusieed: eta 
ihe af ce pidec; re . te 


a 
¥ 
, 

> 5 
> «J 


wm 








7 . ® 
mess ' > = pp | ; i 
4 f me, ae h ¢ ‘ { aft 
* i kid oy a “ eT iA i bad 
ei - 7 ; 
are. 2: E ) i, oe R be mH _ v 
8 >.% a ; r 1: + « 
a Se Boveieme ane vely Buria iin he 
ba ee es ye ply Muriang che Se tae" voor! 
ee . aot methine from 2,ovex wre ~ ey 
; a : « 
E 7 ; 4 : . ~ p = . * i 
: net ~ ii sTecc-+arw nero T.sahouwid atrese Chak 


be dees de fear Uo ids Msi -seeRed = 
rrr i TT; ih WMARGATT 4 yoyT aves oe 





Wal 


- 205 - 


TABLE OF CONTENTS 


MALAWI’S ECONOMIC BACKGROUND . 


The Small-Scale Sector . 
The Modern Sector 


SUSPENDED TAKEOFF. 
PERFORMANCE IN THE 1980s - SMALLHOLDER SECTOR. 


PERFORMANCE IN THE 1980s - MODERN SECTOR . 


THE DOWNSIDE VIEW OF ECONOMIC PROSPECTS IN THE 1990s . 


EMERGING MALAWI. 


REFERENCES 


TABLES 


COMMENTARY BY CHARLES HUMPHREYS 


Page No. 


207 


207 
208 


210 
Zit 
242 
216 


218 


221 


222 


226 


— SS 5 ; ; 4 Ke ‘ 7; _ pat 
it + ee + ne « MOTORS MIG OULIAMG - 20801 Ser WT SHAMEE 
Sits . 71 gi 
> a &@ @& )'_»¥ + SOTOS¢ ¥A9C0éM bad ‘weber SHT MI J i wa +" cS 
. ~ ‘. "7 ‘ 


4 — : ine Pet 
oe’ son~ 4 « #OROI ENT HI BTICAgIE JINOwOoE FO. WETV garev 





- 207 - 


Malawi's unique economic profile tends to resist comparison with other 
economies, especially those outside of eastern Africa. There are, however, 
important similarities between the strategy choices and issues in Eastern Europe 
and those in Malawi and other developing nations.1/ 


The similarity lies in the twin difficulties of identifying long-term 
comparative advantages and financing entrepreneurial activity. These problems 
arise against an historical background in which areas of predominant productive 
activity have been fixed, the availability of entrepreneurial capital is limited, 
and national productivity is well below potential. 


The current focus of attention on Eastern Europe is seen by some as 
disadvantageous to Africa--that it means a lessening of concern for its problems. 
However, given the intellectual energy directed toward those economies in 
transition, innovative approaches to developing profitable productive entities 
(where asset distribution and historic structure do not create a natural path 
to such activities) may be created. 


MALAWI'S ECONOMIC BACKGROUND 


There are at least two more or less independent economies in Malawi. 
Like many developing nations, it has an extensive informal sector based on 
smallholder agriculture and a relatively new and urban modern sector. 


The country’s natural features have been critical in determining its 
economic history. Malawi is relatively small, with a population of roughly 8 
million and an area of 118,000 square kilometers. Over one quarter of that area 
is taken up by Lake Malawi, the third largest lake in Africa. Because of its 
relatively high altitude, at the end of the Great Rift Valley, the climate is 
temperate. It is relatively poor in natural resources and while arable land is 
well-suited for agriculture, no substantial mineral deposits have been exploited 
until now. 


The country is landlocked, with the closest ocean ports located in 
Mozambique. However, their use is limited by the civil insurrection taking place 
there. 


The Small-scale Sector 





The smallholder economy is central to the welfare of the nation. 
Although economic analyses of the Malawian economy focus on the modern sector, 
approximately 87 percent of the population is rural and most rural households 
depend on smallholder agriculture for a significant proportion of their 
subsistence. Thus, until the rural economy becomes more dynamic, the nation’s 
welfare will not markedly improve. 





1/ The discussion of this paper is one of economics rather than politics. 
Thus, this statement is not intended to reflect any comparison of 
political environments. 
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The smallholder economy is not homogenous. This is partly a result 
of the country's topography: Population densities are greatest in the south and 
center of the country. The north, which is less planar and has poorer soils, 
is less densely populated. The lakeshore, which flows from the far north to the 
bottom center, defines its own smallholder economic zone. 


The smallholder economy centers on four staple crops: maize 
(predominant in the center and south), cassava (primarily in the north and 
southeast), rice (lakeshores and the flood plains of the far south), and 
groundnuts. Some cash crops are also produced, the most important of which are 
tobacco (dark fired varieties), tea, coffee, and some cotton. Groundnut and 
pulse surpluses are also sold for cash. 


While this sector's welfare rises and falls with staple crop output, 
it is not isolated from the modern sector. Shifts in and out of various crops 
and the use of fertilizers and insecticides depend closely on relative price 
shifts (and variance), finance constraints, and government marketing and subsidy 
policies. The sector as a whole, however, is not far from subsistence levels, 
and purchases from the modern sector are largely relegated to cooking oil, soap, 
and occasional yard goods. 


There are more direct interactions between the smallholder population 
and the modern sector, namely wage employment in the estate sector and migrant 
employment in South African mines. Approximately 200,000 workers are employed 
by the estate sector; the work is seasonal and the pay is near subsistence. Mine 
workers in South Africa have numbered in the thousands in recent years, with 
wages well above those available for unskilled labor within Malawi. 


Savings from work in the mines are one major source for small-scale 
investment in rural areas. Miners’ savings are typically spent partly on small 
consumer items (radios, clothes), on improved housing, on family obligations, 
and, to a lesser degree, on establishing small-scale rural enterprises such as 
bottle shops (small retail outlets), milling (grain) machines, and tailoring. 


There has been no large rural to urban migration. In part, this is 
due to urban employment opportunities and to active discouragement of 
construction of dwellings. 


The Modern Sector 


The modern sector consists of three sub-sectors: agricultural 
estates, industry, and services. By the usual analyses of economic performance, 
the estate sector is by far the most critical. Estate crops are tobacco (burley 
and flue-cured varieties), sugar, tea, and coffee. Macadamia nuts will also 
become a major estate crop as trees mature in the next few years. 


The estate sector is technically defined by the legal tenure of the 
land under cultivation, an estate being defined as freehold or leasehold land. 


There are approximately 4,000 estates in this category; the large majority are 
less than 5 hectares. ss 
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Small estate farming is distinguished from the smallholder sector 
partly by the greater distance from subsistence, but, more importantly, by the 
fact that only estate farmers have been entitled to market burley and flue-cured 
varieties of tobacco. In recent years, substantial rents have accrued to those 
licensed to market those tobacco varieties. 


The bedrock of the estate sector lies, however, in the large estate 
producers. Growth in output generated by these producers, resulting from 
extending the areas under cultivation, was primarily responsible for the high 
GDP growth statistics in the 1970s: The average growth for estate agriculture 
was 11.8 percent per annum for the 1970-79 period. A rough estimate places 
growth in the area under estate cultivation at 10.6 percent per annum for that 
period. The growth rate for the economy as a whole was 7.0 percent during that 
time. 


Growth occurred in all three major crops: tobacco (flue-cured and 
burley varieties), tea, and sugar. Sugar production at independence was 
negligible. It reached 32,700 metric tons by 1970, climbed to 107,900 by 1979, 
and currently stands near 170,000. The climb in tobacco production has been 
similarly meteoric: Production stood at 3,400 metric tons at independence, 
reached 10,400 in 1970, 40,100 in 1979, and is likely to reach 80,000 in 1990. 
Tea, the traditional estate crop in Malawi, has grown from an output of 12,400 
metric tons at independence to 32,600 in 1979 and will be about 40,000 this year. 


While the extension of land under cultivation no longer provides a 
simple growth route (as a result of population pressures), the estate sector has 
maintained some dynamic features, with significant growth of macadamia and coffee 
production, and improved varieties of tea are being planted (reaching Kenyan 
quality on some estates). Moreover, the estate sector will continue to expand 
as more land is cultivated. 


Growth in manufacturing averaged 6.5 percent between 1970 and 1979. 
Despite this impressive rate, the sector has until now been relatively 
unimportant in Malawi in terms of the direction and health of the economy. 
Manufacturing constitutes about 12 percent of GDP and a similar share of total 
wage employment is accounted for by the sector. 


Manufacturing activity is concentrated on tea, coffee, tobacco, and 
sugar processing along with textile production (the most important product in 
the manufacturing sector). A number of other activities, which add a limited 
amount of value (eg., paint mixing, beverage production, oil extraction), were 
associated with the development of the private retail sector in the 1970s. The 
limited production in these areas mainly resulted from a decision to concentrate 
on wholesale/retail operations. 


According to national accounts statistics, trade and finance have been 
Malawi’s most vibrant sector’ in the post-colonial period, with value added 
averaging 11.4 percent growth during 1970-79. Because it is difficult to measure 
this sector's growth in real terms, it is possible the actual growth rate 
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differed somewhat from this figure. There is no doubt, however, that it was 
substantial. 


Growth in trade was partly driven by income increases in estate 
agriculture, but was also generated as a matter of national development policy. 
Many activities were developed by the Press Group, headed by the President, and 
held as a national trust; others stemmed from parastatals or indirect government 
activities under the auspices of the Agricultural Marketing and Development 
Corporation (ADMARC) and the Malawi Development Corporation (MDC) (both 
parastatals) or from joint ventures between government and the Press Group and/or 
multinational corporations. 


Post-independence activities in Malawi were supported and directed by 
the government in a number of ways. One was through the economic activities of 
the civil service and parastatal bodies: Public administration and the defense 
component of GDP grew at an average rate of 7.2 percent in the 1970-79 period. 
The spurt in the level of activity in this sector is more pronounced for the 
1975-79 period in which growth averaged 11.4 percent per annum. Once again, 
accounting for real growth in this sector is difficult and the true rate may 
differ. There can be no denying, however, that growth was substantial. 


In addition, significant activity occurred in the social sectors, in 
communications and power utilities, and in the rail, road, and air transportation 
network. Moreover, a well-trained civil service, staffed mainly by Malawian 
nationals, was developed. In short, the infrastructural and administrative 
development that occurred in the 15 years following independence appeared to set 
a strong foundation for the rapid development of the modern economic sector in 
the 1980s. 


SUSPENDED TAKEOFF 


The view that there would be strong growth in the Malawian economy was 
widely held. This optimism was reflected in the World Bank’s first structural 
adjustment loan to the country in 1981, which was made at IBRD terms (with 
interest rates not far below LIBOR). Lending at IBRD terms was very unusual for 
a country with Malawi’s level of GDP per capita. The optimism turned out to be 
unsupported, however, as there was very little development during the 1980s. 


Understanding why this was so will help provide a clearer perspective on the 
Malawian economy. 


It should be clear from the- description of the country in the 
background section that Malawi is hardly ideal for development: The nation has 
a limited natural resource base and a small domestic market, is surrounded by 
nations with weak economies, and is landlocked. 


However, Malawi has had a relatively stable and pragmatic political 
environment since independence, has wasted few resources on the development of 
"white elephant" projects, and has managed an impressive level of growth in the 
development of its estate sector. Thus, there did not seem to be any constraint 
to extending growth performance to other sectors. ee 


‘ 
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But this did not happen, and the standard explanation for the 
economy’s poor performance in the 1980s rests on two assumptions.2/ First, the 
terms of trade for Malawi's major export commodities took a strong, negative 
turn. Second, the insurrection in Mozambique cut off Malawi's rail links to a 
port and made transport margins for external trade among the highest in the 
world. These factors, combined with others to be noted later, led to a balance 
of payments crisis followed by a regime of ad hoc exchange controls and the 
throttling of the development potential for the decade. 


National accounts statistics show a sharp downturn in the terms of 
trade beginning in 1979, with export prices (nominal) falling 2.8 percent while 
import prices rose 41.3 percent. This sharp drop was offset slightly in 1981 
when terms improved by 18 percent. Terms of trade for the decade as a whole were 
reported as significantly below levels for the 1970s. 


The diversion of trade from rail routes through Mozambique was a 
continuous process that began in 1981, increased sharply in 1983, and was 
complete by 1985. This re-routing sharply affected freight costs and unit values 
of both exports and imports. It also affected the quantities transported, with 
levels dropping significantly in 1984 as alternate routes and supply sources were 
still being identified and increased fighting forced a major drop in the use of 
Mozambican rail links. 


The starkness of the terms of trade and transport factors has 
strongly colored most analyses of the Malawian economy in the 1980s; these have 
offered an uncomplicated explanation for the stagnant economic performance and 
led to straightforward targets aimed at invigorating growth in the 1990s. 


The targets were to resolve the imbalances created as a result (direct 
and indirect) of the trade and transport shocks; establish alternate transport 
routes (including required infrastructure investment); support production and 
consumption shifts in response to the changed economic environment (for the most 
part, through the use of price signals); and reestablish a stable environment 
and infrastructure for continued growth (albeit at lower levels than seemed 
possible at the end of the 1970s). Implementing this program, however, proved 
more difficult than expected. 


PERFORMANCE IN THE 1980s _- SMALLHOLDER SECTOR 





It is important to return to the issue of performance in the 
smallholder sector before proceeding with a discussion of the more obvious issues 
that evolved in the modern sector. The general population of Malawi grew by 3.2 
percent per annum during the 1980s, increasing from 6 million in 1980 to 
approximately 8 million in 1989. Part of this increase was due to an influx of 
refugees from neighboring Mozambique. During 1989, the number of refugees grew 
to over 600,000. Thus, to the extent that part of the increase includes a 





2/ See Kydd and Hewitt 1986, for example. 
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transient refugee component, the growth rate is slightly exaggerated; the growth 
rate for the permanent population was probably about 2.7 percent per annum. 


Since Malawi has restricted population growth in its urban centers, 
most of the increase has been rural. At the same time, growth in paid employment 
opportunities for the rural population has been limited: Total paid employment 
rose from 367,000 in 1980 to 407,000 in 1987, an increase of 40,000 jobs. The 
number of agricultural workers remained relatively stable, at approximately 
180,000. Marketed smallholder production has fluctuated along with ADMARC 
marketing policies. The total value of marketed smallholder output rose from 
29.3 million Kwacha in 1980 to 76.1 million Kwacha in 1987--roughly 12.1 Kwacha 
(US$5.46) per rural inhabitant. 


The major indicator of change in the welfare of the smallholder 
segment of the economy is production of staple foodstuffs; however, the sample 
series on production in this area does not extend very far into the past, making 
comparisons difficult. Table 5 presents production statistics for the largest 
staple crops. 


Output of maize, by far the most important food crop, was 8.7 percent 
higher in 1989 than in 1984. (The latter figure is 5.5 percentage points lower 
than the increase in the population.) This represented a significant improvement 
over the preceding years, since output had actually declined from 1985 to 1987. 


If maize production figures were not overly encouraging, output in 
other staple food crops was worse: Cassava, the second most important, was hit 
by the cassava mealie bug and production dropped from an estimated 339,000 metric 
tons in 1984 to only 155,000 in 1989. 


Output in the other smallholder food crops did not make up for the 
poor performance in maize and cassava. Thus, Malawi required emergency food aid 
in 1987 and again in 1988. "By the end of 1988, approximately 662,000 Malawians 
were considered to be affected by acute food shortages brought about by drought 
and the cassava crop destruction. "3/ 


In fact, those registered as “affected by acute food shortages" 
reflect only the tip of the iceberg: the 1990 State World’s Children 
report indicated that 61 percent of children 0 to 5 years old were nutritionally 
stunted, among the highest rates in the world. The report also showed a 
mortality rate for children under five years of age of 26.2 percent, another 
rather stark indication of the difficulties in Malawi's smallholder sector. 


PERFORMANCE IN THE 1980s - MODERN SECTOR 
The direction of the Malawian economy in the 1980s was signalled by 


a sharp drop in the terms of trade and a corresponding jump in the current 
account deficit of the balance of payments. The latter actually began in 1978, 


3/ Malawi, 1989, page 3. okt 
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when the balance registered US$-175.1 million, up from US$-61.8 million in 1977. 
The 1978 deficit, although partly due to poor export earnings on tea, sugar and 
groundnuts, was largely the result of a leap in imports. However, it is 
difficult to explain the increase in machinery, transport, and construction 
materials that show up in the statistics, accounting for that surge in imports. 


The current account balance did not show much improvement for the next 
five years, averaging US$-190.3 million between 1979 and 1983, or 13.8 percent 
of 1988 GDP. A deterioration in the terms of trade was responsible for part of 
the rise in current account deficits: IMF data show that the average terms of 
trade for 1979-83 were 22.9 percent below the average for 1974-78. The other 
factor has to do with imports, which were significantly above historical levels 
from 1978 through 1978, averaging 26.4 percent more than in the years from 1974 
to 1977. End-use categories that showed substantial increases were the same in 
1979 and 1980 as those noted earlier for 1978. 


In terms of the Balassa external shocks analysis,4/ Malawi had decided 
to correct its terms of trade decline through additional external financing and 
by continuing a rapid growth path. This debt was accumulated by both the 
commercial sector and the government and much of it was borrowed at market rates. 


In 1981, the brakes were applied: GDP fell by 5.2 percent in real 
terms, and import volumes fell by 15.8 percent and remained at roughly the same 
level from 1981 to 1983. 


Export volumes varied during this period, averaging 38.8 percent above 
1974-79 levels. There was also a partial recovery in the terms of trade, 
reaching 79.7 percent of 1978 levels by 1984. The current account deficit 
narrowed from its 1979 peak of US$265.6 million to US$400,000 in 1984. 


Despite the return to approximate balance on the current account, the 
economy was still not in good health. This was largely because in 1984 
Mozambique’s rail lines stopped functioning, which limited trade. Import volume 
dropped by 20.3 percent and access to foreign exchange was subject to government 
rationing. 


The 1984 cut in the transport lines is responsible for the large 
deterioration in Malawi's terms of trade starting that year, since it 
significantly affected transport costs, especially of petroleum products and 
fertilizers (the latter were key factors in the profitability of both traditional 
and prospective production activities and thus affected the level of economic 
growth that could be achieved). 


Statistics detailing the size and dynamic profile of changes in 
transport costs have not been released and the robustness of cif/fob margin 
estimates are subject to question. While import stocks decreased substantially 





4/ See Balassa 1983, for example. 
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between 1984-87,5/ it also seems likely that the decline in Malawi's terms of 
trade since 1984 has been overstated, implying a larger volume increase in 
imports than indicated by current data. 


The movement of terms of trade is an important element in the analysis 
of Malawi's economy. It shows, in part, the extent to which deterioration in 
its economic situation has been a result of exogenous factors. It also gives 
some idea of future potential for growth conditioned on possible re-opening of 
rail lines and long-term prospects for commodity price movements. In this case, 
an overstatement of declines in terms of trade would lead to overly optimistic 
estimates of future growth. In fact, a number of other issues will affect 
conditions. 


The domestic side of the economy also had difficulties during the 
decade. Inflation (as measured by the retail price index) averaged 17.1 percent 
per annum for the period from 1980 to 1988 and roughly paralleled a rise in the 
government budget deficit from 75.5 million Kwacha in 1979 to 241.8 million 
Kwacha in 1987. This correlation does not imply a straightforward causal link 
between the two statistics. It is most likely that some of the inflationary 
impetus stemmed from rent-seeking resulting from foreign exchange controls. 
Additional pressure was added by weak performance in food production during the 
period. 


Tax revenues were not buoyant, and the government borrowed from the 
Reserve Bank to finance its deficits. Reserve money grew from 53.3 million 
Kwacha in 1980 to 495.7 million Kwacha in 1988.6/ Inflation peaked at 33.9 
percent in 1988. 


GDP grew at an average rate of 2.2 percent per annum between 1980 and 
1988. It is fair to say, however, that the domestic economy was not healthy 
despite this rate of growth: In an environment characterized by transport 
difficulties, exchange controls, and high inflation, little could be expected 
in the way of expansion of activities outside the traditional production areas. 


Some of the weaker elements in the modern sector surfaced during the 
1980s. In particular, commercial and parastatal activities required active 
intervention by the government with the support of external organizations. 


On the commercial side, the most important entity was the Press Group, 
which played a key role in the development of Malawi's commercial sector. By 
the end of the 1970s, however, it was unable to meet its financial obligations, 





af Transport rolling stock and consumer goods seem to have suffered 
relatively more than other end-uses. 


g 


The interpretation of reserve money statistics is not straightforward. 
Extremely low foreign reserve levels led to arrears on interest payments 
and the payments of suppliers’ credits in 1986 and 198%. Some of the 


growth in reserve money was accounted for by funds held against future 
payment of such claims. 
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both domestic and external. Thus, the corporation was restructured as part of 


the World Bank's second structural adjustment loan to Malawi in 1983 (this time 
at IDA terms) .7/ 


ADMARC and MDC were also restructured under the program. These two 
institutions, which had been given the mandate for fostering economic development 
under Malawi’s laws, clearly needed assistance. ADMARC, MDC, and the Press Group 
had major shareholdings in most significant productive enterprises that developed 
during the 1970s. The management of its wide array of investments and the 
problems of institutional incentives led to insupportable operating deficits and 
a need for treasury financing. 


The restructuring of Press, ADMARC, and MDC left the commercial 
structure of the economy intact but revealed its fragility. Thus, the framework 
that had been viewed as a strong foundation for extensive growth at the end of 
the 1970s did not have the same gloss at the end of the 1980s. 


Recognizing it would need external support, the government decided to 
accept the broad policy directions advised by the IMF and the World Bank. These 
directions included the divestiture of major loss-generating parastatal 
operations along with restructuring of ADMARC, MDC, and the Press Group,8/ 
liberalizing agricultural markets ,9/ removing price controls on the domestic sale 
of manufactured commodities,10/ rationalizing the system for external and 
domestic taxation, removing import controls, and limiting the growth of 
government activity and the government deficit. All these policies were 
nominally accepted and followed to varying degrees, in practice--enough to gain 
IMF and World Bank support, to foster the rescheduling of debt through the London 


d/ Kydd and Hewitt, op. cit., provide a discussion of this issue. 


g 


The restructuring of ADMARC included eliminating marketing centers in 
remote areas along with partially removing input subsidies and moving 
toward international prices on some smallholder cash crops. ADMARC 
retained its monopsony position on cotton and smallholder tobacco. 


9/ This liberalization allowed private traders to purchase agricultural 
produce directly from smallholders (except cotton and tobacco.) ADMARC 
retained its authority to grade-produce for export, however, and 
effectively limited the liberalization to the relatively small domestic 
market. 


10/ At the beginning of the 1980s, price controls, administered by the 
Ministry of Trade and Industry, covered 56 items, accounting for most 
manufacturing output. By 1989, there were only five commodities that 
remained subject to government fiat. For further discussion see Gulhati 
1989. 
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and Paris clubs, and eventually to lead to the cancellation of debt owed to 
France and the United States.11/ 


Net external flows in 1989 returned the foreign asset position of the 
monetary authorities to a working position, allowed for a large increase in 
imports (that corresponded to the import liberalization policy), and permitted 
policies that led to an inflation rate of 8 percent by the end of 1989 and a GDP 
growth rate of 4.3 percent for the year as a whole. 


THE DOWNSIDE VIEW OF ECONOMIC PROSPECTS IN THE 1990s 


While discussion of economic prospects for the 1990s centers on likely 
developments in the modern sector. of the economy, it is not accompanied by the 
optimism of the 1970s. With hindsight, it seems clear that the expectations of 
that decade were not supported by the economic development that occurred. The 
extensive development in estate agriculture was assisted by those management 
resources freed as a result of the ongoing civil war in Zimbabwe (which had been 
a traditional exporter of tobacco). It also exhausted the land that could easily 
be converted to estate tenure. There was no doubt that the experience in estate 
growth could not be replicated in the 1990s. 


The belief that rapid expansion in agro-processing and light industry 
could occur rested on the unusually solid infrastructure, the able civil service, 
and the development of the commercial sector in the 1970s. However, the foreign 
exchange climate of the 1980s was not conducive to growth in these areas. It 
is also evident that the structure of the economic activity that developed is 
far from the competitive model that some believe would facilitate the expansion 
of economic activity. 


The events of the past decade showed that the management base that 
supported the commercial sector was neither particularly strong nor deep. They 
also highlighted the oligopolistic nature of the economy, in which control of 
a broad spectrum of activities accrues to a small group either through direct 
ownership, through control of parastatal enterprises, or as a result of 
agreements reached with the handful of multinational corporations operating in 
Malawi .12/ 


Policies and practices did not support an open economic environment: 
Any significant economic activity to be initiated required the agreement and 
involvement of those currently exercising controlling interests in the economy. 
Following independence, Malawi's population doubled; and the economic development 
of this era saw the creation of a productive base exploiting a clear comparative 
advantage and the growing labor pool. The interests that had been created in 





ey See World Bank, 1988, for an indication of the multilateral perspective 
on Malawi's adjustment process in the 1980s. 


12/ The managed nature of Malawi's economy has been previously recognized. 
See Wolgin and others, 1983. 
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this process and the institutions that supported them were not particularly 
amenable to the risks associated with unmanaged competition. 


Malawi (often used as an example of market orientation in Africa) has 
a basic foundation that depends on managed development. While experience has 
shown that such management can produce good results, it has also shown that good 
results require strong breadth and depth in leadership. They also depend on the 


"vision" of the managing group and the system it creates in the expansion of 
economic activity. 


The nature of the vision and the shallow management skills in Malawi 
present problems for the country’s future for two reasons. First, Malawi's 
development vision has strongly depended on the views of its president since 
independence, whose age is reputedly between 84 and 92. While the rules for 
succession are spelled out in Malawi's constitution, few predict a smooth 
transition. 


Second, the extent to which the HIV virus has spread in Malawi’s 
population will affect the availability of management skills and significantly 
change the country’s longer-term prospects. Because data are very closely held 
by Malawi's health authorities, speculation on the subject is based on anecdotal 
evidence from health workers and personal tales of loss. Estimates of HIV 
infection rates for the active population range from a low of 17 percent to a 
high of 40 percent; and it is currently thought that one-sixth of the infected 
population will develop AIDS in any given year. Thus, the medium-term prospects 
for Malawi are truly tragic. 


At present, the magnitude of the epidemic and its effects cannot be 
properly quantified. However, some basics do seemclear. Deaths from AIDS will 
have a devastating effect on the pool of individuals from which Malawi's future 
managers and administrators will be chosen. Thus, Malawi will not have 
sufficient numbers of qualified nationals to staff the administrative and 
management positions to support the strong, outward-oriented growth projected 
for its current program and borrowing agreements. For example, at the very 
least, we can expect that the country will not be able to service its external 
debt accrued under the prescribed adjustment strategy. This may be a minor point 
but external creditors, especially the multilaterals, should begin to examine 
the conditions under which such obligations will be forgiven in light of this 
situation. 


The epidemic will also affect the medium-term future of the rural 
sector. Aside from the human toll, there will be a marked decrease in the 
active, working-age population. It also seems likely that there will be a 
significant drop in the crude birthrate and some increase in the under-five 
mortality rate. The traditional extended family system will mitigate the welfare 
effects from the loss of working family members. But it is likely that in some 
instances, extended family support may not survive the epidemic, and this will 
place additional burdens on strained government services. 


While a drop in population and birthrate levels may help ease land 
pressures for smallholder production, basic problems in smallholder cultivation 
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will remain. FAO statistics show that the production yields have declined 
significantly over the past three decades.13/ This deterioration is partly 
because of a decline in soil nutrients and long-term surface erosion resulting 
from land pressure and partly because some of the highest quality land was 
shifted out of smallholder use and into the estate sector. Further population 
declines may reduce soil degradation in the short run, but are unlikely to 
support the introduction of fallow periods on traditionally farmed lands. Thus, 
while the population decline may be greater than the drop in the production of 
staples in the short run, the longer-term welfare prospects for most of Malawi's 
population are not bright, barring major structural changes in the economy. 


The decline in the rural, working-age population will significantly 
affect Malawi's estate sector. The oligopsonistic rural labor market will limit 
wage increases to paid laborers, but the well-being of the group will improve 
in the short run. A shift to laborers cultivating traditional lands will also 
help. The temporary decline in labor availability in estate production may also 
have some effect on export performance. 


EMERGING. MALAWL 


Entry constraints to neighboring markets, small domestic market size, 
narrow mineral base, declining soil fertility, and high transport costs seriously 
limit the opportunities for growth. Because of these constraints, the country 
and those attempting to aid in its development have taken important steps. To 
reduce soil erosion, substantial resources have been provided to develop high- 
yield varieties of maize suited to Malawi's physical and social conditions. To 
mitigate transport problems, efforts have been made to develop a transport 
corridor in the north, through Tanzania, and a domestic transport fleet. Air, 
sea, and land surveys have been conducted to identify the nation’s potential 
exploitable mineral resources, and some political actions have been taken to open 
the trading environment among the SADCC countries and within East Africa. 


While some of these initiatives may bear fruit in the future, they 
neither acknowledge Malawi’s basic problems nor take advantage of its strengths. 
For example, costs for moving bulk materials, such as fossil fuels and 
fertilizers, in and out of Malawi, are high compared to the rest of the world 
and are likely to remain so for the near term. However, higher costs of 
transporting production inputs into the country and value-added products out of 
the country have only a marginal impact on the potential profitability of 
productive enterprises. Thus, Malawi's small domestic market and limits to 
neighboring markets are not critical barriers to growth, particularly since the 
expansion of the economy has long been oriented to external markets. For this 
reason, targeting production to markets further removed from southern Africa 
requires no significant strategic shift. 


Malawi has extensive hydropower supplies available, additional future 
hydropower sources are under development, and there is a longer-term possibility 


Na 


13/ FAO 1989, p. 73. 
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of tapping into a rehabilitated Cabora Bassa network. These hydroelectric 


sources would certainly serve the basic energy needs of developing light 
industries. 


Finally, there are the issues of soil degradation and the natural 
resource base. It seems likely that resources identified as a result of the 
previously noted surveying activities will be exploited in the near future. The 
extent to which they will improve Malawi's trade balance is not clear at present. © 
(However, returns will probably not materialize in the near future or be large 
enough to resolve looming balance of payments problems.) Soil degradation and 
feeding the population are difficult to address but are not separate from the 
larger strategic problem: In the future, rural Malawians must shift from the 
current low-productivity farming activities by changing methods, and must also 
increase non-farm production. 


It now appears that large gains can be made through the development 
of assembly activities, light industry, and shifts in rural farming approaches. 
However, such gains are feasible only if various forms of support are introduced. 


The first form of support has to do with the pool of available 
administrators and managers. USAID, UNDP, the World Bank, and others are 
actively supporting training activities, but they do not address the underlying 
problem in view of the likely toll from AIDS.14/ Accurate information on the 
extent of the epidemic needs to be made available and an assessment of its impact 
on the nation’s labor skills needs to be developed. Based on that assessment, 
realistic plans are required to ensure the continuing operation of the nation’s 
infrastructure. The training of adequate numbers of Malawians will have to be 
undertaken along with interim staffing by expatriates for critical skills. The 
financial resources needed to support such activities are likely to be well 
beyond the currently identified transfer pipeline. 


Second, creating the appropriate environment for the development of 
private enterprise is critical. As was mentioned earlier, there is more than 
a passing resemblance between the issues in Malawi's development and those in 
some of Eastern Europe’s emerging economies. Like Eastern Europe, Malawi must 
deal with the transition from a closely managed economy to an environment with 
sufficient independence and incentives to foster the growth of new production, 
It must decide how to allow expatriates to enter the economy, bringing 
information and financial resources, without losing sovereignty or antagonizing 
dominant interest groups. It must structure the environment in a way that allows 
Malawians to improve their skills over time and increase the returns to their 
activities. Finally, Malawi must determine how to support the development and 
equitable distribution of its assets among its citizens, starting from an 
extremely skewed position. 





14/ In the Report to the Consultative Group... (World Bank 1988), for 


example, the section on human resources contains no reference to AIDS- 
related problems. 
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The emerging nations of Eastern Europe are a few steps ahead of Malawi 
(and other African nations that can be seen in a similar light). In general, 
their skill level is already substantial. Perhaps more important, they all have 
long histories as independent nations with a strong internal sense of future 
potential. They will also enjoy substantial resource transfers from the 
developed economies that are supporting their historic shift in political 
alignment. Nevertheless, their future remains unclear. 


In some sense, Malawi is more fortunate. "Back of the envelope" 
calculations indicate that the creation of 200,000-300,000 jobs in non-farm 
production over the next five years would set Malawi on a growth path that might 
parallel the "Asian tigers." This number is quite large relative to Malawi's 
history of non-farm paid employment, but is minuscule (and therefore plausible) 
in global terms. 


At present, Malawi lacks the characteristics necessary to lead a non- 
Malawian entrepreneur to establish business there (except under the types of 
rent-sharing agreements that have characterized past transnational activities) 
rather than in established third world centers such as Mexico or Thailand. 
However, Malawi does have wage rates that more than offset added transportation 
costs in establishing its competitiveness (even when wages are adjusted for 
productivity). Further, it has an exceptional climate and abundant water. 
Moreover, the distance it must cover in adapting its political perspective to 
an environment supporting direct investment activities is far shorter than that 
of many which have completed that journey. The fact that there has been little 
pressure to create the conditions for growth is because the vision needed to 
define what is possible (rather than popular views and traditions that are 
contrary to the nature of such development) has been missing. 


Questions on Malawi's emergence therefore must focus on the future 
forces in the country’s political economy. It seems clear that the forces of 
the 1990s differ substantially from those of the preceding decades and that no 
popular vision of economic opportunity will emerge in the absence of dynamic 
leadership.. The prospects for increasing the productive output are limited in 
the absence of an environment of opportunity and initiative. 
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Table 1: NATIONAL ACCOUNTS 
(in US$ millions) 


1980 1985 1986 1987 1988 1989 1990 
GDP 
- Local Currency 1011 202450 22751 2732! oy 3 Sin OS 64174073 
- US $ 1129 1178a 1222.) 2237 velSS 7 yot5S teri 
Share to GDP (%) 
- Consumption 82.5 90.2 90.1 88.5 94.4 99.4 98.5 
- Private 64.1 13 bie IR 10.6, Lon 84.6 84.5 
- Public 18.4 Ded S756. <7 39. bS.9GR14. SF 4a 
- Investment 25%3/ 1 Soe Ade Ade DIA 8S Oe ora 
- Private endl 4.9 2.9 ae 934 210s 20 so 
- Public 18.6 8.0 8.2 5.55 5.4 ‘ Due 5.4 
- Exports 22.9 Sdatur tI  BmHe22Zhso 21, eraeleiain | dae 
- Imports ce ae 2a<3. 22.0. 2ige ~ 30.0 ow 5 oan 
Real Growth Rate (%) 
- Consumption -1.6 sy lS fe se: Mala Gey 6.4 NA 
- Investment Sect be i 8 ER Nara fet Res ims Ra i ipo Be hates NA NA 
- Government 4.2 12.4 Oe ie DoD 2.8 oo) 128 NA 
= EXports 33% 1 410.0 Saal O29 —JaWing S205 NA 
- Imports 14.0 20.7 —-25.25 ma. dae SA 0.4 NA 
Population Bisel ho 1 AE: 1 uD re 8.0 8. 
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Table 2: CURRENT ACCOUNT DATA 
(in US$ millions) 


LTTE el 


‘ice ee LG S OPES S "1966441987" 1988 1989 1990 


Exports, ra 33D. 2274) 27 we 301. E22 296 noo 
Imports, . 509 338 296 329 449 528 604 
Factor Service Payee: 42 58 | 64 60 63 67 62 
Factor Service Repts. ne 5 3 3 10 oh a i! 
Current Account Bal. -236 07 -68 =60 Serio. —197 203 
Official Flows 215 37 65 98 144 126 Poe 
Private Flows 12: él 14 6 9 5 gual 
Errors & Omiss'ns. 12 -11 -64 -28 10 24 -2 

Change in Reserves 7 61 59 -38 <-101 22 0 


External Debt 821 1018 1156 1369 1349 NA NA 
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Table 4: INCENTIVE INDICATORS, PRICES 


ES i dee ————————— eS ee 
1980 1985 1986 1987 1988 1989 1990 


Inflation Rate 40s 105'5.5314. Ow! 2562) « 33%.9:452567ee NA 
Real Effective © 100 96.8 86.9 80.8 85.6 82.2 NA 
Exchange Rate 

Ud 


(1980=100) 
Real Interest Rate -5.0 0.5 -1.1 -8.7 -15.3 -1.9 NA 


Index of Real Wages 
(1980=100) 100 77.1 74.0 70.0 56.6 NA NA 
a Se i i eg 


Sources: International Financial Statistics, IMF, Economic Report, 
Government of Malawi 


Table 5: STAPLE PRODUCTION 
(‘000 metric tons) 





1984 1985 1986 1987 1988 1989 1990 


Maize 1398 135551299 1210 1427 1508 1508 


Cassava 339 349 360 324 NA 155 NA 
Rice 35 34 37 28 32 46 NA 
Pulses 29 28 41 47 51 52 NA 
Groundnuts 53 62 89 88 33 23 NA 





Sources: Economic Report, Malawi Government, various years 
Food Security and Nutrition Bulletin 
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COMMENTARY BY C E 


My comments deal mainly with the first part of Mr. Meyer’s 
presentation and focus on the experience in Malawi. He describes the 
experience in Malawi as one of suspended takeoff, which seems to be explained 
as a combination of a one-time shift in economic productivity-- moving out 
to the production frontier--coupled with deteriorating public economic 
management, including parastatals. The productivity increase resulted from 
bringing most of the available high-productivity land under quasi-public, 
estate agriculture, so that further gains from that source of growth in the 
future are now limited. Economic management deteriorated as the state sector 
became increasingly over-extended. The proposal for more and better managers 
stems from this assessment and is reinforced by the judgement that AIDS will 
reduce available management talent. Opening up the economy to more domestic 
participation, particularly in investment, as in Eastern Europe, is expected 
to widen the pool of managers. I have no problem with the recommendations. 
However, I am not sure they flow from the analysis in the paper. 


The paper presents Malawi as a different case. It is a success 
story where there have not been very many successes, and it shows that 
reforms and adjustment can lead to better growth. However, it might be 
useful to chart how Malawi is different from other African countries and how 
it not. Looking at structural or economic performance measures, Malawi does 
not differ much from most other low-income African countries. It has a high 
share of agricultural population. It has a low share of industry and 
manufacturing in GDP--in fact, a little lower than the average for low-income 
Africa. It has a very large services sector, 40 percent of GDP. The fiscal 
deficits in Malawi in the 1980s were not much different from those in other 
African countries. The inflation rate -- at about 15 percent during the 
1980s--was about the median for low-income Africa. The country gets the same 
level of Official Development Assistance, per capita, as do other low-income 
countries--about US$35 a year. Life expectancy is only a little lower than 
Africa’s average--at about 50 years. In many ways, Malawi is a typical, 
small, low-income country that is heavily dependent on aid flows, heavily 
dependent on agriculture, and has a very large services sector. 


However--and I think this is important--some differences make 
Malawi stand out from the typical low-income African country. First, it is 
a lot poorer, with a per capita income about half that of other low-income 
African countries. When the base is so extremely low, a lot of growth still 
does not raise incomes very much, which may explain why Malawi has not had 
an extended, dramatic--or "unsuspended" --takeoff. 


Second, there has been a much more limited shift to the urban areas 
(which may be one reason why the urban areas apparently seem so clean and to 
work so well). This has pluses and minuses. It makes less demand on urban 
services, but it makes it a lot more difficult to provide social services to 
the poor, which are mostly in the rural areas. This may be one of the 
reasons why some of the social indicators, particularly on nutrition, seem 
to be so much worse in Malawi than elsewhere. ae! 
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Third, the country has had much higher economic growth than other 
African countries, including much higher agricultural growth. To illustrate, 
the growth in the FAO agricultural production indices for 1975-80 averaged 
0.9 percent a year for the IDA recipients in Africa but 4.1 percent for 
Malawi, four times higher. In 1980-85, agricultural production grew at 1.6 
percent a year for the other Sub-Saharan IDA countries, but 2.7 percent for 
Malawi, twice as high. Clearly, in a continent that is characterized by poor 
agricultural performance, Malawi has done much better than the average. The 
question is whether this is a one-time phenomenon--as suggested in the 
paper--or whether it demonstrates there is a basis for continued growth of — 
the agricultural sector. 


Fourth, Malawi seems, by almost all accounts, to have much stronger 
economic institutions and a better functioning--and less corrupt--government, 
which means that the enabling environment for private investment is better 
than in many--if not most--African countries. However, it is a different 
question as to whether it is profitable to invest in Malawi, which is 
affected by the country’s growth prospects as well as its current prosperity. 


Fifth, domestic savings in Malawi have been higher than most 
African low-income countries. During 1980-85, which was a tough period for 
Malawi as well as other countries, gross domestic savings (as a percent of 
GDP) was seven percentage points higher than the average for low-income 
African countries. This difference is quite a lot when the average savings 
rate in low-income Africa is only about 7 or 8 percent, which means the 
savings rate in Malawi was almost double. Half of this difference went to 
pay higher interest abroad, because the country has a higher level of 
commercial debt than most low-income countries. But the country also had 
higher rates of domestic investment; and, looking to the longer term, this 
higher rate of investment should facilitate recovery and continued high 
growth. 


Thus, the picture of Malawi as different from other low-income 
African countries, with an economy that is better run, is borne out by its 
better macro-economic statistics. Given this, the question is: why has 
Malawi had a "suspended” takeoff? It is on this point that I want take issue 
with the paper’s analysis. 


The paper seemed to downplay the effect of the terms-of-trade 
shock--or rather the combination of external shocks, including the increase 
in oil prices, the decline of export commodity prices, the disruption of rail 
transport, and an enormous influx of refugees. These shocks put a much 
greater strain on Malawi's domestic economy than most other countries 
experienced. However, the paper largely simply asserts that the importance 
of the shift in terms of trade was in reality less than usually assessed, 
without much supporting analysis. The evidence suggests that the external 
shocks were severe--compared either to the past or to other countries. But 
perhaps more importantly, their negative effects may have been amplified by 
the kind of reform measures the government took in response. The government 
followed a classic, traditional macro-economic stabilization approach, so 
much so that by 1984, it had eliminated its current account deficit--a 
dramatic macro-economic stabilization. When an extremely poor country 
adjusts by compressing expenditures and national absorption to the point 
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where there are no longer any deficits, it is likely that most growth 
prospects have been wrung from the economy as well. This leads to three 
questions. 


First, if Malawi had taken a different reform approach--perhaps 
supported more generously from the beginning by additional foreign 
savings--would its growth in the latter part of the 1980s have been better? 
A lesson may be that there could have been an alternative response to the 
particular kind of external shock that Malawi faced, which would have been 
more growth-oriented. 


The second question is whether the gains in agricultural growth 
that resulted from shifting high productivity land into quasi-public, but 
technologically more advanced, estate agriculture can be replicated on land 
of lower potential? It would be useful to analyze in more depth whether 
Malawi's earlier large gains in agriculture were a one-time spurt that cannot 
be sustained or whether they represent a basis for continued (or renewed) 
strong performance. 


A third question is what exactly is the "managerial problem” in 
Malawi? The paper discusses two different views: that existing management 
talent is over-extended for the task required; and that prohibitions on 
outsiders participating limit the pool of managerial talent. It is not clear 
whether the problem is managing only public activities or also private 
economic activities; nor is it clear from the paper whether public managers 
were skilled but made the wrong decisions or simply not very good. 


It may be useful to explore in more depth how the style of the 
management--which was described as oligopolistic and closed to outsiders-- 
has affected economic performance. One possible effect is reduced investment 
(although investment in Malawi has been above the norm). However, in a 
country that is extremely poor, that is land-locked, that has limited natural 
resources, and that has a clear transportation problem for international 
trade, the potential for increased foreign investment is likely to be 
limited. And it is not clear what would be the source of significantly 
increased domestic investment from the local private sector when incomes are 
so low. In short, it would be useful to describe how a different management 
style would lead to larger and more diverse investment and wider options. 


Answers to these questions might help explain what has been going 
on in Malawi. I am perplexed by Malawi, because, on the one hand, it is an 
example of a country that has had, by national accounts data, strong economic 
growth, despite some recent problems as in most countries. Yet by most 
accounts, it also has one of the worst set of social indicators in Africa. 
Why is there this divergence? It may mean that the transmission of growth 
to the poor is inadequate in Malawi, which is the crux of development 


economics. Answering questions about Malawi might shed new light on our 
development theories. 


THE MEDIUM-TERM PROSPECTS 
FOR THE TURKISH ECONOMY 


Korkut Boratav 


With commentary by James Hanson 
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Debates on economic policy in Turkey during the last decade have 
centered predominantly on the short term. The stabilization paradigm is still 
foremost 10 years after the adoption of the well-known stabilization program in 
1980. During the 1980s, policymakers in Turkey always addressed adjustment 
issues in the short term. Strategic themes such as long-term growth, dynamics 
of income distribution, and structural change favored by the founders of 
political economy and the grand old masters of development economics have been 
absent from the economic policy discourse. This paper moves against the 
prevailing current. 


I will discuss the medium-term prospects for the Turkish economy, on 
the basis of its performance since 1977. I will not discuss short-term 
performance indicators of conventional policies but will investigate some of 
their medium- and long-term implications. 


Growth, income distribution, and self-reliance are my choice of 
performance indicators and goals for the economy for the medium and long term. 
I will use them to assess past trends and to discuss medium-term prospects for 
the Turkish economy. All such components of national or social welfare as price 
stability, external equilibrium, and unemployment, although they seem absent from 
the foregoing categories, are incorporated in my performance indicators. And, 
as we move away from the short-term paradigm, it makes a great deal of difference 
to perceive policy goals in terms of growth, income distribution, and self- 
reliance. 


There should be no serious cause for disagreement in endorsing these 
three notions as long-term policy goals--even the controversial concept of self- 
reliance. When they are translated into operational categories, value judgments 
and ideological positions may create disagreements. Conscious that I am not 
immune from such influences, I will clarify the three concepts. 


As a policy goal and performance indicator of growth, I propose to use 
the growth potential of the national economy, rather than actual growth of 
national income. In operational terms, potential growth rates will take 
precedence over actual GDP growth rates. This gives an analytical emphasis to 
rates and patterns of capital accumulation and to its effectiveness, as 
represented by such measures as incremental capital output ratios (ICOR). Output 
increases resulting from increased capacity utilization or from once-and-for- 
all improvements in resource use are not considered positive performance if they 
take place under declining potential growth rates. I will argue that this has 
been the case for the Turkish economy since 1977. This approach is helpful when 
we move from a short-term to a long-term perspective. 


For income distribution as a goal and performance indicator, I prefer 
social classes and their socioeconomic groups as basic units of analysis. Such 
an emphasis moves away from personal distribution of income toward a concept of 
income distribution akin to, but not identical to, functional distribution. I 
consider any distributional shift against labor income an adverse change. Any 
decline in relative wages and relative prices in agriculture are considered 
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adverse distributional shifts because of Turkey's predominantly peasant 
agriculture. I do not take a normative position on the internal redistribution 
of the surplus, that is, redistribution in nonlabor income. I assess the 
incidence of such changes on our other performance indicators, particularly 
potential growth. 


Self-reliance as a policy goal and performance indicator implies no 
preference for a "closed," or "autarkic," economic structure. I cannot elaborate 
on the concept without a semi-philosophical discussion of dependency themes. 
A full treatment of self-reliance requires an investigation of alternative 
patterns of articulation in the world economy, of the resilience of internal 
economic structures faced by adverse economic changes abroad, and of issues of 
technological progress. I define self-reliance as an economy's ability to 
fulfill its external (import) requirements from internal sources, while attaining 
a socially acceptable medium-term growth rate and pattern. This interpretation 
focuses on attaining external equilibrium under a "satisfactory" growth rate and 
pattern. The two opposite cases of low or negative growth under conditions of 
external equilibrium (or of transfers abroad), and of high growth accompanied 
by external disequilibrium, violate our norms of self-reliance. By this 
interpretation, self-reliance loses its conceptual purity and becomes intertwined 
with our other goal of growth. 


Of the three indicators--growth, income distribution, and self- 
reliance--I prefer to discuss income distribution first, growth issues second, 
and, third, external linkages and their implications for self-reliance. To start 
with income distribution may seem a questionable approach: you cannot distribute 
what is not initially produced. I provide two justifications for this unorthodox 
order: first, following in the footsteps of Ricardo, who perceives "the laws 
which regulate distribution [as] the principal problem of political economy," 
I feel that dynamics of distribution determine accumulation and growth of 
national product. Second, I believe that incomes policies and associated 
distributional changes were the main cause of structural change in the 1980s. 
This will emerge from the following section. In the recent experience of the 
Turkish economy, distributional changes shaped patterns of capital accumulation 
and of growth. If this observation is correct, the analysis of the dynamics of 
income distribution should precede the other indicators. 


In each section, the medium-term prospects for the economy are derived 
from observations made on trends since 1977. The discussion of past performance 
should provide clues for the 1990s as well. 


DISTRIBUTIONAL DYNAMICS 





Table 1 presents the most significant indicators of income distribution 
between 1977 and the late 1980s. The table also includes terms of trade for 
major sectors. I will show that they have definite distributional implications. 
I will not discuss the logic behind the choice and construction of the indicators 
or the theoretical interpretation of the more controversial ones (Boratav 1988), 


but I will make the following observations on changes in incomé‘distribution and 
their implications. 


(a) 


(b) 


(c) 
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Table 1 shows the large changes in income distribution during the last 
decade. The striking feature of the period is the drastic decline in 
labor income, both in relative and absolute terms, as shown under rows 
I-III. Both the size and the duration of the relative decline in 
worker and peasant incomes are without precedent during the republican 
period (see Boratav 1987b). The secondary relations of distribution, 
such as internal division of the surplus, observed under rows IV-VI, 
show important changes during the period, particularly in the 1980s. 


I see two causes for these changes: the economic and social crisis 
of the late 1970s--particularly the deterioration of relative prices 
for peasants--and the economic policies of the 1980s. I have discussed 
elsewhere (Boratav 1988) the causality between economic policies and 
changes in distribution during the 1980s--but I will briefly discuss 
policies relevant to changes in the areas. Changes in distribution and 
in relative prices seem to have been persistent, and, following the 
initial shocks, “corrections" and "returns to normalcy" have not 
materialized. Does this indicate fundamental relative price 
distortions during the late 1970s that have been "corrected" through 
crisis and deliberate policies? If so, the present pattern of 
distribution should be seen as a reflection of the natural conditions 
of the Turkish economy. If not, the persistence of the patterns of 
distribution that emerged during the early 1980s can be attributed to 
the coalition of social forces that controlled distribution almost 
fully during the last decade through the state apparatus. The 
institutional, political, and legal framework shaped under the military 
regime during the mid-1980s established the means for this domination. 
I think that the second interpretation better fits the state of affairs 
at the end of 1987. 


The dramatic regression of wages, in relative terms, went on throughout 
the 1980s (Table 1: rows under I). This trend resulted from the 
suspension of trade union activities and of collective bargaining under 
the martial law period until the end of 1984, the authoritarian 
reorganization of labor market institutions within the framework of the 
1982 Constitution, and the labor legislation that accompanied it. 
The opposition of Motherland Party (MP) governments to trade unions 
since 1984 was also instrumental. 


Two qualifications are in order. First, there are a number of 
indications that this trend reached its limits sometime in 1988; and 
that policymakers, as well as business groups, agree that the 
deterioration of the relative income of wage-earners has gone too far. 
Second, deteriorating wages are not reflected in household incomes of 
urban workers. Urban working class families manage to make up for 
the regression of wages through economic and social adaptive 
mechanisms, although they must accept a deterioration in their quality 
of life. And although the MP governments were very rigid toward wage 
demands of trade unions, they reached out to the urban poor through 
municipal and social policies. This alleviated the adverse impact of 


(d) 


(e) 
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wage movements (Boratav and Yalman 1989). These factors, together with 
extremely repressive military measures against workers’ movements 
during the early 1980s, explain in part why uneasy peace reigned on 
the labor front up to 1987. 


Relative prices received by farmers, represented by terms of trade 
(Table 1: row IIA), their most comprehensive quantitative indicator, 
deteriorated dramatically throughout the period. Note that the major 
part of the regression takes place during the late 1970s. But, unlike 
compensating relative price movements, which typically occur during the 
earlier phases of swift changes in internal terms of trade, the 
deterioration continues to the end of 1988. Another indicator of 
relative prices for farmers, such as commercial margins for 
agriculture-based commodities, shows a similar tendency--significantly 
strong with respect to the "price scissors" between unit export prices 
received by farmers. I will try to show in the next section that these 
developments have taken their toll on agricultural investment. Farmers 
responded by exploiting family labor and suppressing household 
consumption to sustain their level of current inputs. This explains 
the modest productivity increase achieved throughout the period despite 
deteriorating relative prices (Boratav and Yalman - 1989). These 
adaptive mechanisms were also at the cost of "the quality of life" in 
peasant households. 


What are the causes of this dramatic deterioration of agriculture’s 
terms of trade? A conventional analysis, structured around demand 
elasticities and supply and demand shifts, is not illuminating. From 
1977 to 1987, agricultural value added grew 2.9 percent annually, 
whereas the average growth rate of aggregate demand was 4 percent. 
Under any reasonable elasticity estimates, these growth rates cannot 
account for the dramatic deterioration of agriculture’s terms of 
trade--about 30-50 percent (Table 1: row VIIA)--or of industry's 
terms of trade (Table 1: row VIIB). The explanation probably rests 
on the gradual reduction of public support for agriculture during the 
period (Boratav 1988; Uygur 1987). 


During the 1980s the internal division of the surplus shifted in favor 
of rentiers (Table 1: rows under VI); in favor of financial capital 
(rows VA and VIIG); and, definitely, against net industrial profits 
(rows under VI). Extremely high interest rates prevented industrial 
capital from preserving the huge profits that could have accrued to it 
through depressed wages. The largest private industrial firms 
allocated one-half to two-thirds of their gross industrial profits to 
their interest obligations (row IVA). Commercial margins changed in 
favor of traders, reflecting improvement in the relative economic 
position of commercial capital (rows under III, in particular IIIE, 
IIIF, rows VB and VIIIE). Higher interest rates also imposed demands 
on the gross profits of this group. 


These changes are clearly linked to the economic, policies of the 
period: the liberalization of the financial system and the obsession 
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of policymakers with offering positive interest rates to savers. 
Rentier incomes from deposit interests and government bonds reached the 
spectacular ratio of 14 percent of GDP in 1988--a definite anomaly 
with serious long-term implications for the accumulation and growth 
prospects of the national economy. Policies also favored commercial 
over productive activities and favored large, specialized export 
corporations. I look at the long-term effects of these distributional 
changes in the next section. 


Major changes in sectoral terms of trade occurred (Table 1: rows 
under VII). At first glance, the most important change seems to be in 
the relative prices in the agricultural and industrial sectors--a 
development I have already discussed--while the service sector's 
relative prices appear stable. The stability of the non-trade service 
sector implies definite improvement vis-a-vis agriculture--a phenomenon 
requiring explanation. The change in the relative price of a sector 
can be disaggregated into two major components: imported or local 
costs, and gross distributive margins (or mark-ups). The latter 
reflects mainly the effects on distribution of relative price changes. 
Thus the dramatic improvement of relative industrial prices (row VIB) 
stems from increases in prices of imported inputs and from higher mark- 
ups. The average mark-up for private manufacturing increased from 26.5 
percent in 1975-77 to 32.1 percent in 1980-85 (Boratav 1988, Table 
VII). Due to increased interest charges, industry was unable to keep 
most of this improvement in gross margins within the sector. 


This observation becomes more evident once we disaggregate the service 
sector into its subsectors. The stability of the terms of trade of the 
service sector is due to the regression of the "relative prices" of the 
government subsector, which merely reflects the real decline of the 
salaries of civil servants. Once we separate "government" from the 
analysis, a further regrouping also produces interesting results: the 
relative price movements of the construction subsector and transport 
and communications subsector--like industry’s--reflect changes both 
in distributive margins and in prices of imported and local goods. 
Relative price changes in the other four subsectors, on the other hand, 
reflect mainly distributional changes: commercial margins for trade, 
interest rates, residential rents, and fees for liberal (and self- 
employed) professions. A regrouping (row VIIK), in which these last 
four subsectors are labeled "unproductive," and in which agriculture, 
industry, construction, and transport and communications are labeled 
"productive" sectors, shows that relative prices for the former have 
improved by nearly 94 percent between 1977 and 1989. This outcome 
reflects distributive improvements that favor non-productive 
services--excluding government, where the reverse is true. Tt 
conflicts with the predictions of the economists who expect relative 
price movements to be dominated by the effect of the "opening-up" of 
the Turkish economy to tradable and non-tradable activities during the 
1980s. 
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(g) Toward the end of the 1980s, the pattern and mechanisms that had 
dominated distributional dynamics during the early 1980s could no 
longer be sustained. MP suffered a major defeat in the local elections 
of March 1989. It responded to the defeat and to increased grass- 
roots workers’ militancy by conceding wage increases of 142 percent 
(about 75 percent in real terms) to public sector workers. Support 
prices for farmers were also increased--a factor that, coupled with 
drought, led to an improvement in agriculture’s terms of trade for 
1989. There are strong signs that distributional policies targeting 
workers and peasants during the 1990s will be dominated by the 
conventional mechanisms of parliamentary populism. 


Since 1988, the business community has not presented a unified position 
on the distributional policies dominating the economy in the 1980s. 
Anomalously high interest charges on industrial profits were tolerated 
by the industrial lobby under the military regime and during the 
upswing of MP governments in 1985-87. But strong criticism of the same 
policies was voiced during the stagnant years of 1988-89. Prominent 
industrialists claimed that pro-rentier policies undermined industrial 
expansion, and they decried the unhealthy trade-off between wages and 
profits, on the one hand, and interests on the other. 


From my observations on the recent distributional dynamics and their 
consequences, I predict that the 1990s will differ markedly from the 
1980s. Workers’, peasants’, and industrialists’ demands will have to 
be accommodated by any government within a parliamentary framework. 
Policymakers will need to devise a growth pattern in which the 
relative--and absolute--economic positions of these groups can no 
longer deteriorate and will instead have to improve significantly. 


PATTERNS OF ACCUMULATION AND POTENTIAL GROWTH 


Tables 2 through 5 provide quantitative information for an analysis of 
the accumulation and growth performance of the economy from 1977 to 1989. 
Potential growth, the only unconventional category, has been estimated by 
determining years of cyclical peaks in GDP series. They are 1977 and 1987. 
Corrections for agricultural output were made on the actual GDP for those years. 
The growth rate from 1977 to 1987 (4.03 percent) was assumed to be the steady 
potential growth rate of the period up to 1989. The annual hypothetical GDP 
figures thus estimated are the potential GDP figures in Table 2. 


The following observations can be made on the accumulation and growth 
performance of the economy and its implications for the 1990s. 


(a) The potential growth rate of the economy during the 1980s definitely 
declined compared with the 15 years preceding the late 1970s. During 
the first period, the growth potential of the national economy had 
increased about 6.5 percent annually whereas the corresponding growth 
rate during 1977-89 was 4 percent. The causes were declining rates of 
accumulation (from about 32 percent in 1977 to about 24 percent during 


(b) 


(c) 
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the second half of the 1980s, in 1987 prices--Table 2, row 5) and, 
more importantly, decreasing effectiveness of investment (higher 
ICORs). The movement of investments away from sectors and subsectors 
with lower capital/output ratios was probably a cause of declining 
investment effectiveness, but how much each factor contributed to the 
decline of potential growth has not been calculated. 


Following the absolute declines in GDP in 1979 and 1980, the economy 
shifts to high actual GDP growth: 5.5 percent on average between 1981 
and 1989. About 1.5 percent of this growth performance is due to 
higher rates of economy-wide capacity use (Table 2, row 3). The 
increased capacity use played an important role in the growth rates 
realized by the manufacturing industry--a sector that started from 
extremely low rates of capacity use in 1979-80 and showed weak 
investment performance during the 1980s. Observe closely the boom of 
1985-87 in this context: the upswing started with surges (22 percent 
in 1986 and 14 percent in 1987) in private investments. The upswing 
hit the capacity ceiling in 1987, and stagflation resulted in 1988 and 
1989. This supports my estimates of potential GDP. It also suggests 
that, unless the growth potential of the economy expands significantly, 
any demand-induced expansion in the early 1990s will bog down in zero 
growth and higher inflation rates in a couple of years. 


If we move from rates of accumulation to trends in gross fixed capital 
formation (GFCF) and in its internal distribution--both by subsector 
and between public and private investment in real terms (Table 3)--we 
note the following: 


Ci) In 1987 prices, total GFCF is about 15 percent higher in 1988- 
89 than in 1977. This is due to a combination of about 7 
percent decline in public GFCF and 43 percent increase in 
private GFCF. This may seem to provide intuitive support for 
the so-called "crowding-out effect" between public and private 
investment. However, this impression rests on base-and 
terminal-year values and disregards the complementary 
relationships between total public and private investment. 
These relationships were observed in 1985-87, as shown in 2 
above. 


(ii) The entire picture changes when housing investment is excluded 
from private (and total) GFCF. This shows that 87 percent of 
the real increase in private GFCF between 1985 and 1989 is due 
to increased housing investment. Also, between 1977 and 1989 
GFCF minus housing investment decreased 7.4 percent with respect 
to total GFCF, and 2 percent for private GFCF. Private GFCF 
(excluding housing), in 1987 prices, never reached the 1977 
level during the 1980s. In any analysis of investment functions 
for Turkey, it is appropriate to treat housing investment 
separately. Empirical studies suggest that determinants of 
housing investment differ from those of total investment in 
Turkey. Estimates of linkages between public and private 
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investment should exclude housing (Baratav, Ersel, and Kepenek 
1984). 


How can we, then, explain the relative stagnation in total and 
in private investment throughout the 1980s? This was a period 
of enforced industrial peace, of suppressed wages, and of 
policies favoring private enterprise. Austerity (in the early 
1980s) and an ideological commitment against state investment 
in productive sectors (after 1986), were the causes of 
stagnation in public investment. In private investment the 
stagnation was caused by the dynamics of distribution for the 
internal division of the surplus. When redistributive processes 
are not neutral among rentiers and among holders of financial, 
commercial, and industrial capital, and if these groups exhibit 
different savings and investment propensities, total saving and 
accumulation are bound to be affected. My emphasis here is on 
investment propensities. The redistribution of the surplus 
during the 1980s, from industrial gross profits toward rentier 
incomes and finance, adversely affects the "animal spirits" of 
investors. A similar observation can be made with respect to 
total private savings (Boratav and Turel 1989b).. In other 
words, the dramatic changes in income distribution of the last 
decade have not led to a pattern of resource use favoring 
capital accumulation. 


An investigation of the internal, subsectoral distribution of 
GFCF strengthens the foregoing conclusions. For public 
investments, the dramatic real decline (by 60 percent) of the 
"directly productive" (agriculture, manufacturing, mining) 
subgroup (Table 3, rows Al-3) between 1977 and 1989 is striking. 
This decline reached 83 percent in manufacturing. Public 
investments in "infrastructure" (rows A4-5) and "services" (rows 
A6-9) registered overall real increases and peaked in 1986-87. 
Their contribution did not prevent a decline in the series as 
a whole in 1977-89. In real movements of private GFCF, the 
foregoing thesis--on adversely affected “animal spirits" 
responding to the redistribution of the surplus against 
industrial profits--seems to be valid for private manufacturing 
investment. Investment in private manufacturing in 1989 was 19 
percent below that in 1977; after registering an upward trend 
between 1980 and 1986, it declined 10 percent by 1989 (row B3). 
The effect of declining relative agricultural prices on private 
agricultural investments can be seen in the real and continuous 
decline of GFCF by 56 percent (row Bl) in the same period. 
Farmers used all their resources to sustain current inputs at 
the expense of consumption. Capital formation has been the 
greatest victim. Private investment in the "directly 
productive" subgroup declined 25 percent during the period. 
Infrastructure remained roughly stable. Real investments in 
services increased nearly 50 percent by the end.of the period. 
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Housing and tourism are the two most dynamic subsectors of the 
whole series. 


(d) The subsectors’ changing shares of GFCF during 1977-89 (Table 4), in 


(e) 


1987 prices, clearly shows the changing investment priorities of the 
government and of the private sector. 


(i) Priorities in public investment have changed from "directly 
productive" activities to infrastructure and services. The main 
losers are manufacturing (from 27 percent to 5 percent of public 
investment) and mining. The main beneficiaries are transport 
and communications, other public services, and education and 
health. These changes reflect the new orientation of 
policymakers (Table 4, rows under A). 


(ii) Priorities in private GFCF have shifted from productive 
activities and infrastructure to services. Among subsectors, 
manufacturing, agriculture, and transport and communications are 
the major losers. The privileged sectors are housing and 
tourism. The decline in investment shares of the directly 
productive activities, and of transport and communications 
within the private sector, becomes dominant under MP governments 
after 1983 (Table 4, rows under B). 


(iii) Between the late 1970s and late 1980s, change in investment 
shares favored services over productive activities. The 
withdrawal of the public sector from industrial investments has 
not induced the private sector to close the gap, although this 
may have been the expectation of policymakers during the second 
half of the 1980s. The net outcome was a slow process of de- 
industrialization in terms of productive capacities. 


In 1989, the Turkish economy was investing less in agriculture, 
manufacturing, and mining, in 1987 prices, than in 1971. The relative 
GFCF shares of these three productive sectors shrank by more than half 
during the same period. These are drastic changes in economic structure 
and in resource use. Their consequences could have been alleviated if 
efficiency in these sectors had significantly improved. Table 5 shows 
labor productivity for manufacturing for 1977-86. Disregarding the 
evidently erroneous 1986 figure for sector 35, note that productivity 
in 1985-86 is still significantly below the 1977 level. Productivity 
improved between 1980 and 1986 due to increased capacity utilization. 
Under military rule, firms could not lay off workers without special 
permission from the regional martial law commanders. That is why 
increased rates of capacity use--with roughly the same number of 
workers--improved labor productivity (Table 5). This is evidently an 
improvement in productivity from artificially enforced low levels that, 
by itself, does not imply technological and managerial improvements. 
One must conclude that Turkey’s manufacturing industry operated in the 
late 1980s at a lower level of technical efficiency than in the pre- 
crisis years of the late 1970s--with a capital stock becoming obsolete 
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due to low levels of investment. The improvements stemming from higher 
rates of capacity use have been exhausted, and future progress can 
only be made if fixed capital formation accelerates significantly. 


In agriculture, however, value added per active person rose by an 
average 2.8 percent annually between 1977 and 1985. Productivity per 
hectare of major crops showed similar increase between 1976-77 and 
1986-87. Annual growth in land productivity for tobacco, wheat, 
sunflowers, cotton, and potatoes ranged from 0.3 percent to 2.7 
percent. The only crop with declining productivity is sugar beet 
(Boratav 1988; and Boratav and Turel 1989b). Considering the fall in 
relative prices for farmers, and the declining real levels of 
investment in agriculture, the positive productivity and output can be 
explained by increasing marketed quantities at lower real prices in an 
attempt to preserve real income levels. I argued above that increasing 
exploitation of household labor and sustaining productive current 
inputs through lower consumption and increased indebtedness were 
probably the means used. By the end of the 1980s, such adaptive 
mechanisms had probably reached their limits. Negative investment 
trends of the 1980s are bound to produce adverse effects on the sector. 


Recent patterns of capital accumulation raise the question of whether 
Turkey can afford to move into the next century as a "service economy." 
My response is categorically negative. But I doubt that such strategic 
questions are being posed by policymakers, who seem fully content with 
their voluntary imprisonment in the short run. A mental break away 
from the paradigms of the past decade is needed to bring the 
fundamental issues of growth, accumulation, and industrialization onto 


the agenda of policymakers. They need a new approach to macro- 
management--a strategic orientation to the variables of capital 
accumulation and of domestic saving. An undogmatic approach that 


favors investment planning must be adopted. I shall take up these 
themes again in my final conclusions. 


EXTERNAL LINKAGES AND SELF-RELIANCE 


Turkey’s external accounts of the past decade have been studied 
extensively. I will refrain from repeating well-known points by limiting my 
observations to a few issues directly relevant to self-reliance. Tables 6 and 
7 provide the quantitative background for the discussion that follows. 


(a) Despite the upward bias of "fictitious exports," export performance 
improved significantly during the 1980s. This increased the self- 
reliance of the Turkish economy. Under the conditions of international 
capital movements prevailing during the 1980s, Turkey would have been 
unable to grow based on its export performance of the late 1970s. This 
resource shift toward external markets was realized by simultaneously 
restraining domestic absorption and encouraging industrial exports 
through exchange rate policies and strong subsidies.... With stagnant 
investments in industry, and as capacity ceilings were reached toward 


(b) 


(c) 


(d) 


cee 


the end of the 1980s, it was inevitable that commodity export growth 
should slow. 


Have the adjustments of the 1980s created an economic structure in 
which "socially acceptable" rates of growth can be sustained with 
external equilibrium? The answer depends on the kind of data used. 
With balance of payments figures, an optimistic picture emerges. If 
we disregard debt service obligations, the economy seems (from 1984 on) 
capable of attaining a current account surplus, even during years of 
high growth--a definite improvement over the late 1970s. But with 
external debt figures, we may arrive at a different conclusion. The 
1985-87 boom was accompanied by an increase in external debt of almost 
US$20 billion between 1984 and 1987. Some of this increase was due to 
exchange rate fluctuations between major currencies. But the dramatic 
expansion in the debt during the boom years suggests that high growth 
and external equilibrium are still as incompatible as_ ever. 
Conversely, low growth rates leading to declining per capita income 
arrested the growth of the external debt and led to significant 


improvements in the current account and in external reserves during 
1988 and 1989. 


Most of the improvement in the current account after 1987 is due not 
to the changes in the trade balance, but to tourism revenues (US$1.1 
billion increase in 1988-89), higher workers’ remittances (US$1.3 
billion increase in 1989 alone), and the ill-defined category of "other 
invisible revenues" (US$1.9 billion increase in 1988-89). The last two — 
items may include significant "disguised" capital movements responding 
to the liberalized financial system and to the exchange rate regime. 
They cannot be considered stable items. 


There are strong signs that Turkey's external accounts in recent years 
are being influenced by uncontrolled, or unregistered, capital 
movements. There are striking discrepancies between the balance-of- 
payments data and external debt series. Calculations in Boratav and 
Turel (1989b) show that of the US$19.3 billion growth in Turkey's 
external debt (old, uncorrected series) between 1984 and 1988, USS$6.7 
billion are reflected in the debt-creating items of balance-of-payments 
series; US$4.2 billion are due to exchange rate fluctuations of major 
currencies on the debt stock. There remains an unexplained residual 
of US$8.4 billion. This residual arises from the unreliability of 
Turkish balance-of-payments statistics (including problems of recording 
and definitions) and reverse capital flight. Overinvoicing of exports 
and other foreign exchange earnings observed in the notorious 
"fictitious exports" is the principal means to reduce CAD. External 
debt figures do not reflect this reduction. This observation is 
important for the 1990s because it shows how easily uncontrolled 
capital movements may be reversed. The present liberalization of 
capital movements carries a high degree of risk. The external 
obligations of Turkey are large enough to lead to a major debt crisis. 
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(e) Although considered creditworthy by the international donor community, 
Turkey is among the top ten most indebted countries. In debt service 
and debt/GNP, Turkey is well over the "critical ratios" defined by the 
World Bank. Nobody should be surprised if the country moves into the 
"severely indebted countries" category in the early 1990s. Turkey has 
been transferring net resources abroad because of its high external 
debt service obligations. Under normal conditions these transfers will 
continue during the early 1990s, and the burden will shift to specific 
categories of domestic spending. I tried to explain above why more 
relative and absolute pressure on labor incomes is unsustainable in the 
near future. Consumption by the wealthy and capital accumulation 
remain the two areas from which transfers abroad can be financed. 
Depressed capital accumulation, particularly in productive sectors, is 
already creating bottlenecks for increasing commodity exports and for 
servicing the external debt. Any further investment squeeze will cause 
deterioration in external accounts. We must find a strategic solution 
that will not create further declines in labor incomes and erosion of 
the rates of accumulation--particularly in the tradable and productive- 
sectors. 


CONCLUDING REMARKS 


The Turkish economy faces two strategic options at the beginning of the 
1990s. 


The first option consists of an optimistic reliance on capital inflows, 
particularly in the form of direct and portfolio investments. The present 
policymakers seem to have committed themselves to this option for which the 
institutional framework and the incentive structure were built during the 1980s. 
Privatization of the large public sector was to bring portfolio investments. 
The prospect of full membership in the EEC was to provide the additional 
institutional and political incentives unavailable to rivals of Turkey for 
Western investment. Since there is little chance of EEC membership before 2000, 
the prospects for this option are cloudy. It requires competitive wage 
suppression and violates my understanding of self-reliance. By the performance 
criteria I have proposed, I consider this option undesirable. 


The second strategic option should be to find ways to increase domestic 
saving and accumulation. Given the debt service obligations and the constraints 
on distributional dynamics discussed above, transfers abroad and a sufficient 
rate of capital accumulation will have to be realized from non-productive 
resource use out of non-labor incomes. A tax reform directed toward this 
objective will be the most crucial policy tool. In designing this tax reform 
a distinction must be made in favor of industrial profits by targeting rentier 
income and finance in particular, but I doubt that these categories of the 
surplus are large enough to "finance" both debt service and higher accumulation 
rates. Investment planning aimed at increasing the effectiveness of investments 
must be another strategic policy. Even if these policies are successful, some 


debt relief seems necessary during the first half of the 1990 
Turel 1989a and 1989b). s (see Boratav and 


; eet 
. 
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Table 1: INDICATORS OF DISTRIBUTION AND OF SECTORAL RELATIVE PRICES 


Se 


1977 1979 1980 1983 1984 1985 1986 1987 1988 1989 


a wey le ae Sie 200 2) ee 


I. Industrial Wages 








A. Real Wage Index 
Publ ic/Turkey 100.0 96.9 94.6 89.8 73.9 70.3 72.0 
Private/Turkey 100.0 92.2 78.2 82.4 ne 74.5 (hon 
Total/Turkey 100.0 93.8 84.7 84.0 72.6 71.6 73.8 
B. Wages/Value Added (%) 
Public/Turkey 40.4 48.2 Boies 75558) 22.9 18.6 12.9 
Private/Turkey 34.6 31.8 27.6 26.0 23.8 22.8 18.2 
Total/Turkey 36.9 37.3 30.7 24.8 23.5 21.2 16.1 
Largest Private : - - 42.7 38.2 39.4 32.6 29.5 31.8 
Private Eskisehir - 62.7 60.6 50.5 45.0 47.0 43.9 
II. Agriculture/Industry Terms of Trade 
A. From GOP Deflators 100.0 66.6 57.2 49.6 Sire 47.5 46.7 48.9 43.8 42.7 
B. From SIS Study 100.0 69.5 69.7 68.8 65.1 61.8 62.7 
111. Commercial Margins for Agriculture 
A. Bread/Wheat 100.0 111.8 115.5 123.0 11533 113.7 110.2 
B. Sugar/S. Beet 100.0 108.2 207.3 129.4 129.4 i22e5 126.4 
C. Cloth/Cotton 100.0 77.0 76.8 108.6 105.4 130.0 116.0 
D. Margarine/Sunf lower 100.0 105.7 134.9 129.5 214.7 161.1 142.6 
E. Tobacco/Export/Farm) 100.0 106.9 230.3. 307.6 316.3 
F. Cotton (Export/Farm) 100.0 129.2 89.6 169.3 185.2 
1V. Interest Payments/Industrial Surplus (%) 
A. Largest Private 52.6 54.1 60.4 67.6 50.1 56.3 
B. Private/Eskisehir 13.4 22.1 Leg 42.0 46.0 39.0 
V. Trade & Finance in GDP 
A. Finance/GDP (%) 25 1.8 1.8 1.9 Zalk 2.9 2.9 2.8 2.8 3.1 
B. Trade/GDP (%) 1325 15.0 15.9 17.6 18.1 Diitee Ti Wale) 17.6 17.5 
C. Real Bank Profits, Index 100.0 247.3 329.0 636.7 617.6 968.8 1310.4 
VI. Rentier Incomes 
A. Deposit Interests/GDP (%) os} 8 1.4 5.6 7.7 10.8 9.2 7.7 10.6 
B. Real Deposit Int. Rate (%) -16.9 -47.9 -80.8 14.4 -7.0 15.0 ra) 8.0 4 
C. Interest (Domestic) from 
Budget/GDP AS) ne 5 ale 1.0 1.0 1.8 2.4 3.5 
D. Total Interest Income/GDP (%) 8 1-3 1.9 6.3 8.7 11.8 11.0 10.1 14.1 
E. Real Int. Incomes, Index 100 172 46 938 1357 1919 1978 1939 2775 
> 
VII. Sector Terms of Trade : 
A. Agriculture/GDP 100.0 82.2 78.6 72.1 73.8 71.9 70.5 71.6 67.1 71.5 
B. Industry/GDP 100.0 123.6 137.4 145.4 144.1 151.4 150.9 146.5 Riss 149.9 
C. Services/GDP 100.0 100.5 97.9 97.7 96.7 94.3 95.4 95.8 96.4 97.6 
D. Construction/GDP 100.0 93.2 92.7 81.9 82.7 77.6 81.8 83.8 82.0 82.9 
E. Trade/GDP 100.0 113.8 123.1 128.0 129.0 122.1 119.0 118.8 119.8 Vela’, 
Fi Comm. & Transport/GOP 100.0 115.4 120.0 130.0 T2552 128.3 127.5 124.9 128.3 130.4 
G. Finance/GDP 100.0 68.2 64.8 75.1 109.0 118.2 121.7 120.4 123.1 133.0 
H. Hous ing/GDP ’ 100.0 95.4 100.2 92.4 95.7 96.1 102.1 103.1 110.8 UES) 
I. Lib. Professions, etc./GDP 100.0 104.1 106.9 108.3 109.5 105.0 102.9 102.9 104.4 103.2 
J. Government/GDP 100.0 85.8 63.7 54.2 42.9 40.1 42.8 45.4 42.7 43.7 
K. Unproductive/Productive Sectors 100.0 105.4 107.6 106.4 109.5 108.7 
Note: 


Rows under I are based on surveys and censuses of manufacturing industry undertaken by the State Institute of 
Statistics. Rows ITIA-IIID are index numbers of the ratios between the index numbers of the relevant consumer prices 
and of the prices received by farmers. Rows IIIE, IIIF are index numbers of the ratios between the index numbers 
of the relevant unit export prices and of the prices received by farmers. Rows IVA, IVF are the percentage shares 
of interest payments made by the relevant group of industrial firms within value added minus wages. Row VD is taken 
from balance sheets of commercial banks as published by by the Union of Banks. Row VIA tovers only time deposits 
within the banking system and foreign exchange accounts and annual average interest rates for the relevant Sy is 
used in calculating total deposit interests. Row VIC covers consolidated public budget figures (excludin on 
enterprises) on interest payments on domestic public debt. Row VID = Rows VIA+VIC. Rows VIIA:VIIJ are index Abate 
based on the ratios of implicit sectoral and overall GDP deflators from national accounts series. Im Row VIIK, al : 
calculated from GDP sectoral deflators, “unproductive sectors" are defined as “services minus canaehine 
communications, transport and government" and "productive sectors" are defined as agriculture, industry, construction, 
’ 


communications and transport. Row VIC on budgetary interest payments from domesti i = 
study by Aykut Ekzen. ic debt is taken from an unpubl ished 
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Table 2: POTENTIAL AND ACTUAL GDP AND INVESTMENTS 





1977 1979 1980 1983 1984 1985 1986 1987 1988 1989 





Potential GDP (TL bln in 1987 prices) 39586 42824 44540 50114 52123 54213 56386 58646 61009 63468 


Actual GDP (TL bln in 1987 prices) 39233 39991 39700 45121 47336 50076 54274 58296 60451 61195 
Actual/Potential GDP 991 934 -891 -900 -908 -924 -963 994 -991 -964 
Investments (1) : 

(TL bln in 1987 prices) 12391 9710 10240 11090 10995 12393 14037 14851 13858 13711 
I/Actual GDP -316 =. 243 -258 -246 .232 247 -259 -255 -229 -224 





a/ Provisional 


Note: For the method used in estimating potential GDP, see Boratav and Turel (1989b). 
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Table 3: GROSS FIXED CAPITAL FORMATION: 1977-89 
(in TL billions at 1987 prices and index numbers) 





1977 1979 1980 1983 1984 1985 1986 1987 1988 1989 





A. Public 
1. Agriculture 600.0 371.0 333.0 573.0 485.0 423.0 496.0 685.0 630.0 619.0 
2. Mining 474.0 575.0 472.0 596.0 568.0 T4120" "545.0" “300750 283.0 216.0 
3. Manufacturing 1813.0 1829.0 1998.0 1157.0 956.0 1016.0 815.0 475.0 359.0 307.0 
Directly Productive 
Index (1-3) 100.0 96.1 97.1 80.6 69.6 75.5 64.3 50.6 44.1 39.6 
4. Energy 1935.0 1340.0 1146.0 1633.0 1521.0 1699.0 1879.0 1839.0 1677.0 1639.0 
5. Transp. & Comm. 905.0 1298.0 1304.0 1394.0 1432.0 2078.0 2453.0 2472.0 1952.0 1792.0 


Infrastructure Index (4-5) 100.0 92.9 86.3 106.6 104.0 133.0 152.5 151.8 (127-8 ~ 12256 


6. Tourism 37.0 32.0 21.0 36.0 46.0 77.0 138.0 134.0 105.0 93.0 
7. Housing 111.0 128.0 88.0 95-0) 515905 6177-08 109-0 97.0 125.0 136.0 
8. Education & Health 349.0 238.0 232.0 311.0 275.0 321.0 388.0 453.0 498.0 547.0 
9. Other Services 515.0 277.0 269.0 482.0 467.0 710.0 1019.0 1102.0 858.0 718.0 

Services Index (6-9) 100.0 66.7 60.3 91.3 91,6 127-0 163245" ("7625 15657, 16726 
10. Total Public GFCF 6739.0 6088.0 5863.0 6277.0 5889.0 7242.0 7842.0 7557.0 6487.0 6067.0 
10.a. Public GFCF Index 100.0 90.3 87.0 93.1 87.4 107.5 116.4 112.1 96.3 90.0 


B. Private 


1. Agriculture 663.0 301.0 333.0 501.0 511.0 415.0 363.0 445.0 383.0 294.0 
2. Mining 47.0 33.0 24.0 52.0 55.0 68.0 73.0 99.0 107.0 108.0 
Se Manufacturing 2004.0 1227.0 1055.0 1437.0 . 1523.0 1587.0 1801.0 1722.0 1734.0 1626.0 
Directly Productive 
Index (1-3) 100.0 S725 52.0 73.3 77.0 76.3 82.4 83.5 81.9 74.7 
4. Energy 23.0 28.0 23.0 28.0 31.0 28.0 68.0 63.0 102.0 81.0 
5. Transp. & Comm. 764.0 662.0 434.0 694.0 790.0 839.0 787.0 832.0 758.0 718.0 
Infrastructure Index (4-5) 100.0 87.7 58.1 91.7 104.3 110.2 108.6 113.7 109.3 101.5 
6. Tourism 24.0 26.0 27.0 30.0 57.0 103.0 166.0 244.0 353.0 510.0 
7. Hous ing 1574.0 1936.0 1601.0 1160.0 1261.0 1454.0 1981.0 2857.0 3691.0 4190.0 
8. Education & Health 20.0 21.0 15.0 17.0 19.0 40.0 57.0 68.0 64.0 95.0 
9. Other Services 230.0 206.0 161.0 177.0 195.0 206.0 224.0 242.0 251.0 269.0 
Services Index (6-9) 100.0 118.5 97.6 74.9 82.9 97.6 131.4 184.6 235.9 274.0 
10. Total Private GFCF 9349.0 4440.0 3673.0 4096.0 4442.0 4740.0 5520.0 6571.0 7443.0 7891.0 
10.a. Private GFCF Index 100.0 83.0 68.7 76.6 83.0 88.6 103.2 122.8 139.1 147.5 
10.b. Private GFCF Minus M 
t 
Private Housing I Index 100.0 66.3 54.9 77.8 84.3 87.0 93.7 98.4 99.4 98.0 
C. Total ; 
ie Agriculture 1263.0 672.0 666.0 1074.0 996.0 838.0 859.0 1130.0 1013.0 913.0 
2. Mining : 321.0 608.0 496.0 648.0 623.0 809.0 618.0 399.0 390.0 324.0 
3. Manufacturing 3817.0 3056.0 3053.0 2594.0 2479.0 2603.0 2616.0 2197.0 2093.0 1933.0 
Directly Productive 
Index (1-3) 100.0 77.4 75.3 77.1 73.2 75.9 73.1 66.5 62.4 56.6 
4. Energy 1958.0 1368.0 1169.0 1661.0 1552.0 1727.0 1947.0 1902.0 1779.0 1720.0 
5. Transp. & Comm. 1669.0 1960.0 1738.0 2088.0 2222.0 2917.0 3240.0 3304.0 2710.0 2510.0 
Infrastructure Index (4-5) 100.0 91.8 80.1 103.4 104.1 128.0 143.0 143.5 123.8 116.6 
6. Tourism 61.0 58.0 48.0 66.0 103.0° 180.0 304.0 378.0 458.0 
x : . A é 378. 603.0 
the Housing 1685.0 2064.0 1689.0 1255.0 1400.0 1631.0 2090.0 2954.0 3816.0 4326.0 
8. Education & Health 369.0 259.0 247.0 328.0 294.0 361.0 46520. 521.0) 9562-0. 7642-0 
9. Other Services 745.0 483.0 430.0 659.0 662.0 916.0 1243.0 1344.0 1109.0 987.0 
Services Index (6-9) 100.0 100.1 84.4 80.7 86.0 108.0 142.7" 181.7 207.9 229.3 
10. Total GFCF 12088.0 10528.0 9536.0 10373.0 10331.0 11982 0 13362 
fs r 3 . -0 14128.0 13930. 
10.a. Total GFCF Index 100.0 87.1 78.9 85.8 85.6 99.1 110.5 116.9 ee eRe 


$e 


Source: State Planning Organization's mostly unpublished investment series. Sect 
and implicit GOP deflators are used for the last two years. Sah BOT ARARS OF BEGAN var Ten Rae tear 
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1977-89 


GROSS FIXED CAPITAL FORMATION 


Table 4 


(% shares in 1987 prices) 


1979 1980 1983 1984 1985 1986 1987 1988 1989 
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State Planning Organization's mostly unpublished investment series. Sectoral deflators of SPO are used for 1977- 


1987 and implicit GDP deflators are used for the last two years. 


Source 
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Table 5: INDICES OF REAL VALUE ADDED PER WORKER IN MANUFACTURING (1977=100) 


ISIC Code & Subsector 1979 1980 1981 1983 1985 1986(a) 
31 Food, Beverages & Tobacco o2.3 58.6 72.4 76.0 9134 hey 
32 Textile, Apparels & Leather $8.1 65.8 6342 66.7 70.4 A620) 
33 Wood Products & Furniture B5:..6 42.2 38.4 41.6 48.0 4728 
34 Pulp, Paper & Printing 50-2 46.6 50.5 60.2 7O 5A 62.8 
35 Chemicals & Petrol. Products 102.6 103.4 140.2 128.8 108.9 Eos =k 
36 Non-Metallic Products 60.2 70 85.27 TO 82.8 107.8 
37 Basic Metal Industries 56.8 er 54.2 a4 3 66.2 12,00 
38 Metal Products, Vehicles, Mach. 78.2 67.9 69.2 Us\o¥2 78.9 O15 
39 Other Manufacturing 73.3 74.0 61.9 81.4 109.0 84.2 

3 Manufacturing Industry JAS9 69.8 60.1 « “{sD,0 o2e2 106.5 

3 Manufacturing minus 35 64.9 62 2 65.7 68.3 pA he 83.9 


eee 


a/ Provisional, error highly likely for sector 35. 


a Ng 


Table 6: BALANCE OF PAYMENTS CURRENT ACCOUNT 
(in US$ millions) 


a ee ee A ALS SAD 2ST RAR AT AO DIMA IAD eS abies ee 


Current 
Consumer Capital Other Items Account Index of Trade Weighted 
Goods Intermediate Goods Total in Current Interest Balance —_____Real Exchange Rates _ 
Years Imports Imports Imports Imports Account (Net) on Debt Exports (4+5+6+7) General Imports Egports 


(1) (2) (3) (4) (5) (6) ” (8) (9) (10) (11) 


1977 -178 -3363 -2255 -5796 978 -320 1753 -3385 100.0 100.0 
1978 -133 -2877 -1589 4599 1348 -407 2288 -1370 100.0 99.9 107.5 
1979 -96 -3376 -1597 -5069 2246 -546 2261 -1108 112.9 98.6 106.1 
1980 -170 6158 -1581 -7909 2572 -668 2910 -3095 80.7 64.6 90.1 
1981 179 6547 -2207 -8933 3455 -1193 4703 -1968 76.0 57.9 88.4 
1982 * 182 6339 -2324 8845 3727 1465 5746 836 66.2 50.2 80.3 
1983 -242 6676 -2317 -9235 3120 -1441 5728 -1828 62.4 52.4 85.3 
1984 474 -7624 -2659 -10757 3802 -1586 7134 -1407 58.8 54.9 78.8 
1985 -805 -7836 -2603 -11344 4125 -1753 7959 -1013 59.1 
1986 -956 6675 3473 -11104 4254 ; -2134 7457 -1528 52.4 

- 4987 -1166 -9180 3817 -14163 5493 -2507 10190 -987 50.0 
1988 -1110 -8240 -3989 -14339 6980 -2799 11662 1503 48.6 
1989 -15763 8008 -2907 11628 966 





t 

Note: The “general” real exchange rate (column 9) “corrects” the deflated exchange rate series with respect to the price movements in Turkey's trade partners 

whereas the “correction” for the real excahnge rate for infports and exports (columns 10 and 11) is made with respect to the import and export price index 
numbers in dollar tersm. 
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Table 7: BALANCE OF PAYMENTS: CAPITAL ACCOUNT (US$ million) 
re ee a Eee 


Capital Current 
Inf lows Other Direct Net Errors Account Real CAD 
to Increase Capital Foreign and Reserve Deficit (CAD) in 1987 External 
Year Debt (Net) Inflows Investment Omissions Movements (=1424+3+4+5) Dollars Debt 
(1) (2) (3) (4) (5) (6) (7) (8) 

ee ee ee ee eee ee 
1977 3282 103 67 -663 566 3385 6234 11405 
1978 1599 120 47 -231 -157 1370 2433 13794 
1979 225 124 85 785 = dit 1108 1625 13604 
1980 2544 95 33 1030 -607 3095 3275 16247 
1981 1023 69 44 1016 - 184 1968 1851 16861 
1982 1010 13 55 -75 - 168 835 781 17619 
1983 1266 161 46 507 -152 | 1828 ' 1738 18385 
1984 1082 -171 113 317 66 1407 1329 20659 
1985 1627 223 99 -813 -123 1013 941 25476 
1986 2003 251 125 -65 - 786 1528 1607 32101 
1987 2128 424 110 -682 -993 987 987 40228 
1988 - 1053 -261 352 347 -888 ; - 1503 40722 
1989 -1474 1637 663 974 -2766 -966 41021 





Source: External debt figures are based on Central Bank reports for 1977-79, on Altay (1988) 
for 1980-83 and on the corrected Treasury figures for 1984-1989 as stated in Anka 
(22.3.1990). Trade-weighted general real exchange rate series for 1978-88 is basaed 
on Central Bank calculations. Real exchange rates for imports and exports (1977-1984) 
is from Boratav (1987a). 


- 253 - 


COMMENTARY BY S_A, HANSON 


This paper presents a stimulating view of the Turkish economy. 
Strictly speaking it is more of a retrospective than a projection. However, the 
retrospective has been done with a view to the sustainability of the recent 
growth path which makes it required reading for any futurist. I will organize 
my comments along the same lines as the paper, namely the implications of the 
recent Turkish process of growth in the areas of distribution, growth potential 
and external dependence. 


Distribution. The paper highlights the substantial shifts that have 
occurred in the distribution of income in the late 1970s and the 1980s. 
Table 1 suggests that real wages have fallen dramatically, the terms of trade 
have turned against agriculture, and finance and interest income have grown 
dramatically. 


I have a few problems with this table, however. First, 1977 is the 
base year. But, as the paper points out, 1977 was a "peak year". According to 
some observers, the Turkish economy in 1977 was characterized by a bloated public 
sector, real wages in the organized sector that were inflated beyond sustainable 
levels, excessive investment in unproductive assets, and high protection that 
encouraged static and dynamic inefficiency. In some sense 1977 marked the start 
of the Turkish debt crisis of the late 1970s. Thus, one must question the 
sustainability of many of the economic outcomes of 1977. 


According to Table 1, real private sector wages declined sharply in 
the late 1970s, but thereafter were roughly constant. Thus the decline in real 
private wages took place prior to the "liberalization". Public sector wages fell 
only slightly in the late 1970s but continued to decline in the 1980s--this may 
reflect the fact that even in 1980 workers in the Turkish public sector were 
overpaid compared to sustainable levels. 


Regarding agricultural terms of trade with Turkey, they decline 
sharply up to 1983, but thereafter are roughly constant. International primary 
product prices also declined in the 1980s, in fact perhaps more than occurred 
in Turkey. The government could have tried to insulate the farmers completely 
from the worldwide shift in relative prices but by paying tremendous subsidies. 
Thus, any shift against agriculture must be evaluated in terms of the world 
market as well as the internal terms of trade prevailing in 1977. 


The decline in agricultural terms of trade seems somewhat large, 
given the usual view that Turkey has substantially liberalized its trade regime. 
Perhaps the liberalization of trade is less than generally thought. 


There is no doubt that the finance sector, profits in the finance 
sector, and interest earnings all have grown dramatically. However, these 
changes are relative to a financial system that was in difficult shape in the 
early 1980s. Non-performing loans were enormous and the system was 
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decapitalized. The impact of the substantial bad debts probably is not reflected 
in the indices of profits shown in Table 1. To put it another way, the system, 
to recapitalize itself without public funds, had to charge higher interest rates 
(there is a question of whether many borrowers actually paid the high loan rates 
that are often cited) and earn larger book profits. 


I also would add that the use of national accounts data may overstate 
substantially the improvement of the terms of trade of the financial sector. 
I am not sure how the sectoral deflators of GNP are calculated in Turkey. 
However, national accounts data usually are not a good measure of the financial 
sector's real output and the problems of estimation carry over into the estimates 
of implicit deflators. My own estimates for Turkey of bank margins--the 
difference between interest paid and interest earned divided by bank assets, (the 
usual measure of bank spreads) --reach a peak of about 9 percent in the late 1970s 
and decline thereafter. The decline reflects an expansion of bank assets that 
was not matched by an expansion in inputs--personnel, buildings, or other real 
assets. Thus, my figures suggest a substantial increase in productivity in the 
financial sector, and thus, that there should have been a decline in the relative 
price of financial services. Of course the Turkish GNP data may also include 
interest earnings in the financial sector's GDP and these, unquestionably, 
increased in real terms. 


Potential Income. The paper argues that much of the growth in the 
economy during the 1980s was the result of higher capacity utilization. However, 
moving from that observation, which probably contains an element of truth but 
sensitive to the choice of base year, to the conclusion that potential growth 
has declined, is a different matter. I would argue that the paper pays too 
little attention to the possibility of static and dynamic efficiency improvements 
and, hence, is probably too pessimistic regarding the impact of the recent growth 
process on potential future growth. 


The argument that higher capacity utilization is responsible for much 
of recent growth is based on standard peak to peak method. The paper suggests 
that 1977 and 1987 are two peaks, and growth rate between them--5.0 percent p.a. 
according to Table 2--is less than in the prior fifteen year period. This 
comparison, strictly speaking, is not correct as there is no peak in the prior 
fifteen years. And, while 1977 is a peak, GDP hovers around that level until 
1980, then begins to takeoff as the paper itself points out. The 6.4 percent 
p.a. growth between 1980 and 1989 (Table 2) is not much different than the 6.7 
percent p.a. growth between 1963 and 1977 (IMF, International Financial 
Statistics). Thus, depending on whether one starts from 1977 or 1980, it°is 
possible to argue that growth slowed substantially and was mainly based on 
increased capacity utilization, or that capacity utilization and the growth rate 
have remained roughly constant (with lower real investment). 


Before discussing the argument that potential growth has declined, 
a comment is in order on the "quality" and sustainability of measured growth in 
the pre and post 1977 periods. Even if measured growth did decline after 1977 
one can easily argue that growth prior to 1977 was overstated. The reason ia 
that in periods of import substitution real growth is over estimated. Most 
developing countries simply to value the initial output of import substitutes 
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at their local cost, rather than the cost of the competitive import. This 
procedure would overstate substantially Turkey’s pre 1977 growth rate. Regarding 
sustainability, much of the growth up to 1977 was due to inefficient investment 
in import substitutes, financed with foreign borrowing. It may even have been 
necessary to writeoff some capital in order to shift to a more sustainable growth 
path; the 1977-1980 period could be interpreted along these lines. 


Turning now to the argument of declining potential growth, this view 
is based on the argument that recent growth reflects increased capacity 
utilization and is buttressed by an apparent slowdown in gross investment 
(excluding housing). As noted, the capacity utilization argument is quite 
sensitive to the choice of the base year. Regarding the slowdown in investment, 
the growth in capital is only one element in the growth equation, the other is 
the marginal capital output ratio. The new pattern of investment may be more 
efficient in a macroeconomic sense--have a lower marginal capital to output 
ratio--than the old. This would mean that less investment and less 
saving/foreign borrowing are necessary to sustain a given growth rate. Potential 
GDP may actually be growing faster, rather than slower. 


In this context, I am less worried about the decline in public 
directly productive investments than the paper. I would guess that a shift of 
much of this investment to the private sector would lead to greater macroeconomic 
efficiency--in technical terms, a larger "“residual"--and thus contribute to 
higher growth from a given rate of investment. More worrisome is the absolute 
slowdown in infrastructure investment. 


The paper also raises the question of whether Turkey should shift 
to a "service" economy and, in that context, questions the greater orientation 
of investment toward services in the 1980s. Engels curves imply that all 
economies eventually shift toward services. The real question is whether the 
shift out of agriculture and manufacturing into services is occurring "too" 
rapidly. To this question there is no clear cut answer. In part it depends on 
how one views the service sector. The paper implies that services are 
unproductive and thus growing too fast. My own impression is that services like 
transport, packaging, marketing are undeveloped in most developing countries and 
substantial upgrading is possible, which would benefit consumers and producers. 


Self Reliance is difficult to define. Perhaps it is useful to divide 
the concept into (a) the degree to which output growth is dependent on shifts 
in real exports and imports and the terms of trade, given a balanced current 
account; and (b) the dependence on external finance, as measured by capital 
inflows. 


The paper points out, correctly, that the pre 1980 pattern of slow 
export growth was probably unsustainable given the decreased availability of 
external finance in the 1980s. Also, the paper correctly notes that while some 
of the growth in exports was fictitious, there is no doubt that real exports have 
grown substantially faster than in the 1970s. Next the paper raises the question 
whether high export growth is sustainable given growing capacity constraints. 
Of course capacity may not be such a constraint, as discussed earlier. I would 
add here that continued high export growth will depend on finding alternatives 
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to the Middle Eastern markets that played an important role in the export growth 
of the 1980s. 


Regarding dependence on external finance, it appears that the 1985- 
87 boom was accompanied by small current account deficits (US$1 billion per annum 
according to Table 7) and a build-up of international reserves (net). At first 
glance, this suggests that external dependence on foreign funds has decreased. 
More detailed examination of the figures suggests, however, some potential 
problems. Debt in dollars grew from US$20 billion in 1983 to US$41 billion in 
1987 according to the World Bank’s World Debt Tables. About half the increase 
represents dollar depreciation. This is not cause for great alarm, since a 
substantial part of Turkish exports is to non-dollar areas. However, part of 
the remaining increase in debt represents private capital inflows; these may be 
“hot money" attracted by the high real interest rates in Turkey. And, with a 
US$40 billion external debt, Turkey must pay close attention to its external 
accounts. Since 1987 external debt has stabilized in dollar terms, which is a 
good sign. 


Finally, I would like to add my own assessment of Turkey's prospects. 
The paper intentionally focuses on the medium term. But, looking at the short. 
term, I feel that there are a number of potential issues. Export markets and 
external capital flows have already been mentioned. A major short run issue is 
the government’s deficit. Large fiscal deficit generated high levels of domestic 
demand and contributed to the boom of the 1980s. At the same time, observers 
have linked the government’s substantial borrowing to the dramatic rise in real 
interest rates. These rates attracted short term funds from abroad; sudden 
outflows of these funds could be destabilizing. These rates also increased the 
cost of capital to private investors dramatically, which may explain part of the 
slowdown in private investment described in the paper. Unless the fiscal deficit 
is reduced to sustainable levels, so that inflation and real interest rates 
decline, it may be difficult to sustain the boom of the 1980s. 


P. ARMINGTON: 
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ROUND TABLE DISCUSSION 


The question at issue: what will the rate of growth of the 


low- and middle-income countries (LMICs) in the 1990s really 
depend on? 


The range of possible outcomes seems wide. The 1908s 
witnessed 4.3 percent average growth for LMICs (as defined 
now by the Bank--it was even less if you include the Gulf oil 
exporters). In their paper, McCarthy and Fardoust project 
5.0 for the 1990s. The UN target for the "First Development 
Decade" (the 1960s) was 7.0, and I feel this is do-able in 
the ‘90s with well-choreographed policies everywhere and with 
reasonable luck. On opposite assumptions, 3 percent growth 
cannot be excluded, especially if disruption and retrenchment 
become the overriding responses to the revolutionary wave 
that the global economy is now riding (like a novice surfer). 


The stakes for long-range development, involved in this range 
of 542 for LMIC growth in the ‘90s, are huge. What’s really 
at risk here is not only countries’ near-term health but the 
capacity to grow in the opening decades of the next century, 
and hence the quality of life possible for the coming 
generations. 


There is a disconcertingly lengthy "Chinese menu" of sorts 
of answers to this question of what the outcome will really 
depend on: many dimensions of the argument that people make 
about what's critical for growth. We are thus left with a 
problem of focusing the analytical debate, which translates 
into a lack of focus in the policy debate. One is reminded 
of poor Sargent Krupke in Leonard Bernstein’s West Side Story: 
so many theories about what's wrong with youth, and so little 
basis for coming to practical terms with the issue. 


Here is my menu of these discussions. They are partially 
overlapping. 
oO External environment (OECD and international market 


conditions) versus internal conditions (incl. domestic 
policies in the LMICs themselves). 


fo) Allocation efficiency (getting prices right, building 
and fixing markets) versus animal spirits (driving 
dynamic change and accumulation). 


° Macro-conditions (fiscal and monetary rectitude, 
including right exchange rates) versus micro-conditions 
(development as self-realization of individuals). 
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fe) Quality of governance (secure government under law, smart 
policies) versus quantity of governance (e.g., the less 
the better). 


oO Rates of saving and investment (capital accumulation) 
versus rates of productivity growth (growth bang per 
buck). 


Oo Reduction of disequilibrium (prompt and efficient 
adjustment) versus using disequilibria creatively 
(joining the "flying geese," instead of shooting them 
out of the sky by protective reactions). 


fe) Priority to social concerns (environment, poverty, 
inequality of opportunity, health, education, fending 
off Malthus) versus priority to private sector 
development. 


oO Restore the net transfer to LMICs (restore financeable 
current deficits) versus extend the export-led growth 
paradigm (with no new borrowing). 


fr) Growth through international integration (strength 
through blocs) versus growth through independence, 
pluralism, and competition. 


° Growth through better understanding, advice, and 
management versus historical determinism (the view that 
trends and cycles matter, not leadership--intellectual 
or otherwise). 


Perhaps in our later review of the proceedings of the last 
two days and of the papers submitted, we shall be able to 
summarize the participants’ viewpoints in terms of these 
dimensions. In this final session Professors Boratav, 
Fitzgerald, and Taylor may wish to fill in some of the 
remaining gaps, as they see them now. 


I would like to add only a half-baked thought on the issue 
of governance.1/ This idea may be conveyed by a doodle that 
occurred to me during Professor Shapiro's fascinating 
presentation this morning on the role of government in the 
development of Brazil's auto industry. 


s/ This argument was made informally after the session, 


to Boratav and 
Fitzgerald. Ni 


: Cae 
y 
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Political Styl 


Responsive Not Responsive 


Economic 2 
Management: 
Forceful 
Not 3 
Forceful 


Four styles of "regime" are defined in this picture by two 
dimensions, one representing governance that is responsive 
or not to the will of the governed, and the other representing 
economic management by government that is forceful or not. 
Countries find themselves in different regimes in different 
epoques. An example of regime 1 (see picture) would be pre- 
glasnost USSR. Regime 2, Gorbachev’s desired destination, 
is now occupied by a number of NIEs, among others. Some of 
Europe’s parliamentary democracies now occupy regime 3, which 
may also be the destination of maturing regime 2 countries 
as laws and rules become more important in steering their 
economies. Finally, as Mancur Olsen's disease gradually 
invades the body politic (arteriosclerotic syndicalism breaks 
down the capacity of the political system to form coherent 
programs and set priorities), regime 4 tends to result. 
Rejuvenation from this state probably awaits a shock that is 
so challenging to the system's enfeebled capacity to take 
action that forceful management is re-installed. While the 
desireable evolution may then be from 4 to 2, this transition 
is extremely difficult to achieve politically, and regime 1 
is the more likely next stop. Hence, we have the makings of 
a cycle (following the arrows). 


Sustained high growth tends to be most likely in regime 2, 
becomes less likely as we move to regimes 3 and 4, and is 
least likely in regime 1. A complication is that transitions 
toward rejuvenation will tend to be destructive to output in 
the short run. Long-run growth forecasting may in part be 
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seen as a matter of keeping your map of the world up to date 
in terms of countries’ actual and prospective situations on 
this grid. 


A final cautionary note: doctrines of governance adapt to the 


host regime. For example, during the last 15 years U.S. 
economists have shaped doctrines that explain and validate 
regime 4. Such doctrines have little currency in an 


evolutionary-distant regime (e.g., 2). The regime-relativism 
of doctrines about governance should be borne in mind by 
students of global development. 


I would like to talk about four areas that people have 
mentioned in some of the country papers and in the discussions 
and also in this last session. 


One has to do, so to speak, with how the north and south hang 
together and sort of what we know and what we don’t know. 
Second, really has to do with industrial policy, again, and 
some of the questions that arise in that area. Third, the 
role of the state and finally I would like to’make a few 
observations about some of the regions of the world. 


In terms of prospects for the 1990s one obvious amendment to 
the previous remarks is that we really have to 
distinguish--as I mentioned in the context of my paper-- 
between capacity growth on the one hand--and we can argue 
about how we measure it--and output growth on the other. 


In that, again in many corners of the world, most notably Sub- 
Saharan Africa and Latin America, the 1980s produced major 
excess capacity overhang and there is output growth that can 
be made up in principle with existing capacity which is a 
degree of freedom that some countries have inherited. 


It is not necessarily a degree of freedom you want to have, 
but if you have it, it is something to think about. 


On sort of north/south issues, which sort of come out of the 
last session, it seems to me that there are a lot of things 
that we really don’t know very much about. And about which 
maybe the World Bank could enlighten us. And just let me list 
a few of the unknowns. 


First, of course nobody really knows that much about terms 
of trade dynamics and if you look at the growth patterns in 
developing countries, they are obviously in the '70s and '80s 


quite closely linked to what has been going on with the terms 
of trade. 


Nae 
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The Bank already puts a lot of work into that and it seems 
to me that has to be an ongoing research effort. How that 
fits into these global data and global modeling exercises, 
but it is something that also has to be thought through. 


There is another issue. What do the terms of trade do to the 
north? There are at least two views in the world. One, 
obviously that the improvement in developing country terms 
of trade is going to benefit northern economies by creating 
demand for their products. And the other view is that terms 
of trade increases are a kind of cost push and they are likely 
to be both inflationary and contractionary. How that feedback 
works is an issue that I think nobody understands very well 
and is worth considering. 


Secondly, there is this whole question about whether there 
is global Keynesianism in the section, in the one paragraph 
of the Brandt Report that talked about that (which a lot of 
people picked up) increased transfers to the south would, in 
fact, have an overall expansionary effect, or on the other 
hand, are increased transfers to the south if they are 
financed by borrowing in financial markets going to drive up 
interest rates enough to destabilize the south. 


That is again a question to my knowledge, nobody has a very 
clear answer. The model simulations most recently seem to 
indicate that the interest rate crowding out effect might be 
most important but I would argue to a large extent that is 
built into those models by their specification and it is 
something that we should worry about. 


Another point which Fitzgerald and Vos have pointed to in 
their writings is that the global macro system is just highly 
unstable. World GDP is US$15 trillion or something like that. 
If you look at recent shocks in the past, the oil shocks, 
the Volker shock, the U.S.-linked trade deficits, that linked 
trade and fiscal deficits, you are sort of talking about 1 
percent shocks which had major impacts on the global 
system. 


I think, if you look forward to what may happen in the 1990s 
there is bound to be some kind of a shock. We cannot 
anticipate what it will be but if the system is that 
sensitive, looking for and understanding the points of 
sensitivities seems to me a sort of useful research project. 


Quite clearly one can worry about other dimensions. I will 
just mention two. One would be likely trends in technological 
change in the 1990s. Is there going to continue to be 
substitution against materials, which is not going to do very 
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much either for export volume or terms of trade of the 
developing countries. 


Another issue has to do with direct foreign investment. I 
will say a little bit more about that in the country context, 
but historically direct foreign investment flows have not been 
that big. The north/south direct investment flow might have 
been of the order of US$10 billion in a good year. Is that 
going to get bigger with the Taiwanese, Japanese, Germans and 
what will be the implications of that? 


A second issue has to do with industrial policy or industrial 
strategy. I am not sure it is the job of this particular part 
of the Bank, but it seems to me that there is a crying need 
to sort of build up useful generalizations about, so to speak, 
boundary conditions, and initial conditions in a specific 
country which will make some kinds of industrial policy more 
helpful and other kinds less helpful. 


There are a few generalizations kicking around. All of those 
endless regressions of Hollis Chenery, my old thesis advisor 
and former Vice President of this institution, in fact, do 
tell you something about patterns of structural change, and 
by extension, how being a large country or a small country 
or being more or less open, is likely to influence your 
prospects. 


Alice Ansden has capitalized in the last six months on 
cleverly inventing the notion that the Koreans got their 
prices wrong and arguing that, in many cases, that is what 
you want to do, or in some cases at least, and I won't try 
to replicate her argument here since it is readily available. 


Some of Helen Shapiro's work and other historically oriented 
scholars have produced, I think leads in the direction of 
formulating generalizations about industrial strategy, but 
we are a long way from that goal. 


And it seems to me that is a useful research endeavor. 


And then finally, I guess, Enzo Grilli is not here, but he 
was saying that if you are a small, open economy, that already 
biases the desirable industrial strategy in a laissez faire 
direction. Well, I don’t know, I find it difficult to see 
any small, open economies around the world. If you look, for 
example, at the rich European economies, their governments 
are quite interventionist in a variety of ways. They have 
now evolved to be relatively open to trade, but there are all 
kinds of both social policy and industrial policy 


interventions which play a major role in how those economies 
operate. 
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Malaysia has been quite interventionist in periods. Maybe 
Malawi is a small, open economy in the traditional sense of 
the word, but even that seems unlikely so that I am not sure 
that particular generalization holds a lot of water, although 
it is one that still seems to have some weight around this 
institution. 


With regard to the weight of the state more generally, where 
we all really go back to is Gerschenkron and first whether 
he was correct in some sense, in his vision of European 
industrialization. But then there is a question, does it 
generalize? Can we learn something from or are there 
Gerschenkron kinds of generalizations about industrialization 
and the role of the state that are applicable in the 
developing country context? 


Finally, just let me add a few words about some of the country 
results and for convenience sake more than anything else, let 
me say something very brief about Asia and Sub-Saharan Africa 
and Latin America, somewhat flexibly defined. 


For example, I might choose to adjoin Turkey and the 
Philippines to Latin America, in exchange for Chile and 
Colombia. 


Let me just sort of mention a few things that come out in 
terms of the papers on these general areas. First with regard 
to Asia, I mean the Asian paper of Manuel Montes who is sort 
of between pessimistic and optimistic. But in the general 
view of Asia there is not much consideration of down-side 
risk. 


You read papers about Malaysia, Thailand, and all of these 
wonderful export numbers in the 1980s and projected into the 
1990s. Now, is this really going to work one asks oneself, 
I ask myself? 


What about competition from Eastern Europe if they get their 
act into gear? What about a world recession? The geese may 
be flying sort of happily along together, but you know, under 
what circumstances might the geese crash? There has not been 
much discussion of that. 


Sub-Saharan Africa, you know, you have got to ask in Regge 
Green's phrase about adjustment fatigue, how important is 
that? And what about absorptive capacity? It is easy enough 
to do GAF models to show that one way or another if the 
transfer to Sub-Saharan Africa were to increase from let's 
say from US$5 billion or increase by say, US$5 billion, that 
could pay off a considerable growth dividend if you believe 
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the model--sort of sprinkle US$50 million here and Us$100 
million there. 


But is that really feasible in terms of the capacities of 
these countries given the dismantlement of the public sectors 
that has occurred? If increased overseas official development 
assistance is on the cards, which it may or may not be, can 
it usefully be used and what modalities would be necessary 
for it to be used? 


And Latin America, so to speak, one can view as flying on 
maybe one half of a wing and a big prayer. The one half of 
the wing is the Brady Plan, of course, which reduces the 
transfer, if you think a reasonable position might be zero 
net transfer, instead of sort of 2-to-3 percent of GDP net 
transfer away from these countries. 


If you go back to negative transfers that raises all kinds 
of questions about aid and capital inflows which are quite 
serious, but sort of current account or trade balance might 
be a useful medium term goal. . 


Is there any way that is going to happen? The Brady Plan is 
obviously not going to provide enough resources. Then that 
comes back to the direct foreign investment issue, plus some 
repatriation of the capital flight. Does recovery in Mexico 
and perhaps the azalea miracle if it actually happens provide 
a basis for some kind of major flows into the two big 
countries in the region. 


Finally, just let me make just one additional observation 
about Eastern Europe, about which I know very little, but when 
I was growing up, my mother always accused me of going through 
a phase of some kind of horrible behavior and I think in many 
ways what you have got in Eastern Europe now is that they have 
got to go through a phase of rediscovering the market, as if 
sort of laissez-faire capitalism had not been adequately 
described by Engels and Marx, they have to go back and look 
at it themselves. 


You have got to have the free market chaos, that is going to 
take a year or two and then you are going to have to recover 
from that. That is going to take three or four or five years, 
until you get back to some sort of managed capitalism which 
is probably where those countries, like most countries in the 
world are going to end up. 


This, as I have indicated, is likely to be a long and 
expensive process. It is certainly going to be long and one 
can think about sort of a big, black hole there just beyond 
Berlin which is going to absorb a lot of money. 


MR. BORATAV: 
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Would that money be better absorbed, for example, in Mexico 
or Brazil, and some of the other official borrower countries, 
which in fact, at one point had a fairly effective managed 
capitalism? Is that a decision that this institution is going 
to have to think about and if so, how? 


I will take only one of the issues you have posed in two 
different terms. 


It refers to improving the market, or allocative efficiency 
versus animal spirits, which I think is very closely related 
to your productivity versus saving and investment rates issue. 
Although when you added technology and technological transfer 
issues to your productivity dimension, then it diverges a 
little bit from the standard type of allocative efficiency 
discourse. 


But anyway, I was--well, a little bit interested to notice 
that for two days now we have been discussing among other 
things the question why, despite the fact that prices have 
been corrected and structural adjustment has been, well 
successful in many cases, why private investment is not coming 
up? Why aren't entrepreneurs or private sectors people 
reluctant to invest? 


Now, this I think also raises the question of what are the 
agents of a new surge in development process? 


Now, this is closely related to the issue of allocative 
efficiency and also brings us to Lance’s problem of the role 
of the state. I think here, as was developed by Professor 
Shapiro’s observations, we need first a theory of the state. 
Secondly, we need another thing, a theory but before a theory, 
a set of observations, generalizations and elements of theory, 
maybe hypothesis, on patterns of behavior, anatomy of the 
private sector, or if you will, the bourgeois in under- 
developed countries, developing countries and maybe of 
potential bourgeoisie in Eastern Europe. 


Now, this type of investigation, I think will be on the agenda 
of many researchers in the coming years, if not on the 
research agenda of the World Bank. 


Now, here we have the problem in which there is not 
necessarily a confrontation between the two poles of the 
economic life. The state, it is not the state versus the 
private sector. 


I think it should be directed towards an analysis of 
understanding the linkages between the two. And the theory 
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of the state, for example, the steps which have been taken 
in that direction, during the past decade within this 
institution and through its influence, cover only a very 
minimal part of the theory of the state, namely, public 
enterprise and its malfunctioning, efficiency,inefficiency, 
functions, etc. 


But that is only part of the story. For example, the theory 
of the state has to investigate the organic links of the 
political component of the state, political power with the 
business community, with the bourgeois also and with the 
private sector. 


Also it has to cover the layer of bureaucracy which comes in 
between the two components, the private sector with its links 
into the state structure, definitely the way Manuel had 
depicted for the Philippines. 


And if you have, for example, as observed in many Asian 
countries, a stable, well-paid, well-functioning bureaucracy, 
also with the ideological misperception that it owns the 
state and it has to protect the interests of the state, it 
creates a totally different picture, than for example in the 
Philippine case where that layer has been either absent or 
destroyed or disintegrated. 


In many countries in Africa, for example, the recent years 
of very fast erosion of the economic positions of the civil 
service has destroyed that layer. At the end it becomes a 
case in which the state or the people who fill in the states 
structure, the politicians, become the direct continuations 
of the interest groups in the society. 


This, of course, is a totally unstable situation because the 
state engages in an exercise in which it distributes ranks 
according to its individual linkages. It destroys stability 
conditions in the business community. The typical grant- 
seeking behavior is, I think, developing into a totally 
maligned manner and the whole picture, of course, become 
unmanageable. 


Whereas the traditional bureaucracy’s function in many 
countries with long traditions of state maybe with the help 
of the implantation of an English, British type of 
bureaucratic structure also. Probably the Indian experience 
benefits from both sides--a long tradition of state and also 
the English system often neutral, stable bureaucracy creates 
conditions in which the so-called grants are distributed 
neutrally. This neutralizes the conditions of distribution 
of positions of advantage, which creates. conditions of 
stability and probably a condition in which the overall 


E.V.K. FITZGERALD: 


- 267 - 


environment will be much more conducive for private investment 
behavior and animal spirits, than the other condition of total 
disruption of a neutral state structure. 


Now, this, of course, I went beyond the depiction of possible 
research agenda for the future, but I think that this will 
be on our research, individual research agendas of many 
developing countries. 


I think the two elements of such a broad research project, 
namely analysis of a theory of the state, its composition and 
its analysis, which public enterprise problems will occupy 
a part but not the central part; and on the other hand, an 
anatomy of the private sector, its behavioral patterns--first 
a descriptive analysis and then elements of a theory--should 
be a priority research agenda for the near future. 


The papers presented to this Conference have revealed the 
remarkable degree of stabilization achieved during the past 
ten years by LDCs, under very difficult circumstances. 
Primary fiscal and trade gaps have been closed, and the 
profitability of traded production restored; but this painful 
adjustment effort has not yet led to a recovery of the 
productive investment required for sustained growth and 
employment creation. Indeed, the Conference contributors 
concurred on the extreme difficulty of converting any 
adjustment programme into a coherent development policy in 
the medium term. In my closing comments, therefore, I shall 
outline three policy areas for further research that might 
be useful: (a) the restructuring of public finance; (b) 
private sector response to adjustment; and (c) the link 
between macroeconomic management and poverty. 


Restructuring Public Finance. The relationship between the 
debt crisis and public finance has been a recurrent topic in 
this Conference. External public liabilities are no longer 
growing significantly, but despite imaginative initiatives 
to reduce them, debt service remains a major burden on the 
balance of payments and government expenditure. In contrast, 
external private assets on any reasonable estimate (such as 
the Bank definition of capital flight and BIS records of 
overseas deposits) are of a comparable order of magnitude to 
public liabilities and generate considerable investment income 
relative to exports. The problems arising from _ the 
distribution of financial stocks and flows between 
institutional sectors may become, therefore, a major issue 
for the 1990s. 


The need for a renewal of positive net capital flows towards 
LDCs is undisputed, but concern has been expressed by many 
contributors at the evident reluctance of commercial banks 
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to return to former LDC clients and the emergence of Eastern 
Europe and the USSR as new destinations. However, the 
participation of private banks is likely to be limited to 
trade finance and multinational company projects; it is 
multilateral lending from Brussels and Washington that will 
probably be diverted to the repair of deteriorated Second 
World infrastructure and environment. The semi-industrial 
"middle income" countries will be the main losers, for aid 
to the low-income countries is underwritten by specific 
lobbies within the OECD. The trade effects of the proposed 
access of ex-CMEA members to European markets will probably 
have a similarly discriminatory effect--reducing NIE export 
demand while increasing the demand for tropical products from 
the poorest countries. Realistic world-economy models might 
help to gauge the scale of these effects. 


Despite the considerable success in reducing primary public 
sector deficits, a major transfer problem remains due to 
outstanding debt. It is now clear that fiscal adjustment-- 
as opposed to stabilization--will have to be based on tax 
reform as well as the restructuring of public expenditure. 
The "Tanzi effect" of inflation on tax yields is probably 
reversible, but tax bases themselves have been structurally 
undermined by trade liberalization, investment incentives, 
informalization and capital flight during the 1980s. On the 
reasonable assumption that expenditure cannot be further 
compressed, at least another 5 points must be added to 
existing government revenues (which average almost 20 percent 
of GNP according to the World Tables), in order to underpin 
a stable public savings rate sufficient to fund infrastructure 
rehabilitation and debt service domestically. Moreover, such 
resource mobilization must yield foreign exchange for both 
these purposes, and thus should be levied directly or 
indirectly on traded consumption. The Bank could play an 
extremely important role not only in researching improved tax 
structures but also in implementation, by legitimating 
domestic reform and promoting international tax cooperation. 


Private Sector Response to Adjustment. If the key to 
stabilization is the reduction of government expenditure and 
"getting prices right", adjustment itself requires a recovery 
of private savings and investment. Private savings rates have 
risen during the 1980s, not least because of inflationary 
deterioration of real wages as the real exchange rate has been 
restored, although the wealth effect may also be significant. 
None the less, rates of gross fixed capital formation (and 
net rates a fortiori) in the private sector of most LDCs have 
fallen steadily through the 1980s despite rising 
profitability. Moreover, to the extent that these higher 
private savings are "forced" as the external,.gap is closed 
i 
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(by lack of finance) more rapidly than the fiscal gap, they 
may not be sustainable in the longer run. 


The financial assets held abroad (or as hoarded foreign 
exchange) by the private sector now make up a large part of 
LDC business portfolios, and in a number of cases exceed the 
domestic quasi-money stock. An obvious consequence of such 
overseas holdings is to reduce the scope of domestic monetary 
policy, and the outflow is also usually regarded as a resource 
loss to the economy. None the less, from the point of view 
of the private sector they are a valid defensive response to 
uncertainty. Moreover, the opening of the LDC private sector 
to world trade requires overseas asset holdings in order to 
provide working capital for export and import operations. 
Similarly, the relative deterioration of welfare services by 
international standards, appears to have led to professional 
and managerial classes holding assets overseas in order to 
guarantee their "life cycle" expenditure on education and 
health abroad. 


In other words, private fixed investment in the domestic 
economy is not savings-constrained as such but rather a 
question of portfolio structure related to enterprise and 
household strategies. However, the lack of fiscal incidence 
on such patterns of asset accumulation does shift the burden 
of debt service away from those best able to bear the cost. 
The repatriation of private capital after a decade of debt 
crisis probably requires much more than a change of 
macroeconomic management - -possibly even the external guarantee 
of property and income therefrom within recognized fiscal 
rules, which would imply modification of international 
commercial law. 


Despite the emphasis currently placed by international 
development agencies on the private sector as the major agent 
of economic development, its behavior is not clearly specified 
in policy models where it tends to be treated as a "black box" 
suffering from crowding-out, lack of confidence or whatever. 
Considerable analytical work has been done in recent years 
on the microeconomic behavior of peasant farmers and small 
industrialists, but this has not yet been built into the 
macro-models which underpin adjustment policy. We have even 
less systematic information on the way large domestic firms 
(including banks) actually behave in practice and the 
implications of multinational intra-firm trade, and thus on 
corporate response to adjustment policy. A first step would 
be to strengthen national accounts systems so that private 
enterprise and household balances are reliably recorded. 
The World Bank's new General Accounting Framework (GAF) which 
distinguishes between the public and private sector for all 
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the macroeconomic aggregates is a useful step forward in this 
respect. 


Macroeconomic Management and Poverty. Poverty (or rather its 
reduction) has not been an explicit theme of this Conference, 


except insofar as social resistance to unemployment and real 
wage cuts has made effective adjustment more difficult during 
the 1980s by undermining the po] itical consensus required to 
implement economic policy. Falling real wages have been 
reported at this Conference to have helped public expenditure 
reduction and thus control excess demand, although pressure 
to maintain government employment has prevented a more radical 
restructuring of the state, while low earnings have lead to 
widespread civil service demoralization. In the private 
sector, lower real wages do not appear to have promoted more 
employment, probably because there is less scope for factor 
substitution than many economists had believed and private 
investment has yet to recover. However, it may well be that 
specific "meso-policy" intervention is required for 
appropriate technologies to be taken up. To the extent that 
the burden of the transfer problem has been born by households 
rather than by enterprises, this may explain why adjustment 
is widely believed to have negative consequences for women 
and children. 


The survival strategies of the poor may well be the invisible 
face of adjustment, but they have changed the ways in which 
LDC macroeconomies function. Not only the increasing 
informalization of such economies, but also the recourse of 
the poor to international migration and environmental 
degradation have serious long-term implications. Moreover, 
the impression is now growing, among European aid agencies 
at least, that attempts to channel aid to the poorest through 
non-governmental organizations (so as to avoid increasingly 
ineffective public institutions) have in practice often 
undermined social welfare provision systems as a whole. The 
reinstatement of poverty to the development agenda for the 
1990s presumably means that employment creation and basic 
needs provision will have to be integrated to macro-economic 
policy analysis. Here too the Bank could give a lead in 
supporting appropriate data systems (such as the Social 
Accounting Matrices) and planning models based on the observed 


behavior of the private sector rather than an abstract notion 
of "the market". 
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